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Taxation Section 
Edited by J. A. L. Gunn, F.1.c.a. 


PTAXATION OF DivipENDS UNDER AGREEMENT WITH UNITED KINGDoM. 


' Under the proposed agreement between the United Kingdom and 
Australia, the treatment of dividends paid by Australian companies to 
English shareholders, and vice versa, has been considerably modified, 
with the object of eliminating the previously existing double taxation. 
The agreement affects residents of Australia and the United Kingdom, 
which includes England, Scotland and Northern Ireland, but does not 
include Eire. 


"Dividends received by United Kingdom companies from Australian 
wholly-owned subsidiaries. 

Where a United Kingdom company carries on business in Australia 
by means of a branch, the Australian branch profits are subject to Com- 
mmonwealth ordinary income tax and tax on undistributed income, and, 
sin the case of a non-private company, it is also subject to super tax or 
war-time (company) tax. Where a United Kingdom company carries 
Fon business by means of a separate subsidiary company, the same taxes 
Pare paid by the subsidiary and, in addition, the United Kingdom parent 
company pays Commonwealth income tax at 6/- in £, without rebate, on 
Fall dividends received by it from the Australian subsidiary. 
| In order to place both classes of companies on the same footing, the 
agreement between the United Kingdom and Australia provides that 
Australia will exempt from its tax all dividends paid by an Australian 
subsidiary to its United Kingdom parent company where the parent 
company owns all the shares (less directors’ qualifying shares) of the 
subsidiary company. As explained by the Treasurer, the United Kingdom 
enterprise which carries on its business in Australia through a wholly- 
Owned separate subsidiary company will thus be placed in the same 
position for taxation purposes as the enterprise which carries on its 
Australian business by means of a branch. 

The above agreement operates in respect of year of tax ended June 
30, 1947, and will thus first apply in respect of dividends received by 
'English companies from Australian subsidiaries during year of income 
ended June 30, 1946, or during the accounting period substituted for that 
Hincome year. 

It will be observed that Australia retains the tax on undistributed in- 
comes of both private and non-private companies. It is therefore in the 
interests of the taxpayer that Australian subsidiaries should distribute 
the whole of their distributable income to the United Kingdom parent 
company within the prescribed distribution period, i.e., before the ex- 
Piration of six months after the close of income year ended June 30, 
51946 (or close of substituted accounting period), and subsequent years, 
and so avoid tax under s.104 (private companies) or Part IIIA (non- 
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private companies) on any undistributed income. Parent companies will 
thus have to finance their Australian subsidiaries by way of capital 
subscriptions or advances, and not by way of undrawn profits. 

Where the United Kingdom company carries on business by means of 
an Australian branch, it will save Commonwealth tax on undistributed 
income by declaring dividends to its shareholders specifically out of 
Australian profits to the extent of the Australian distributable income, 
If the United Kingdom company pays a dividend indiscriminately out of 
its profits, s.103 (2) (f) will apply, and the part of the dividend thus 
apportioned to Australian profits may be insufficient to offset the Aus- 
tralian distributable income. 

Dividends received by English companies and individuals from 
Australian companies which are not wholly-owned subsidiaries— 
Commonwealth tax. 


As previously stated, dividends paid by a wholly-owned Australian 
subsidiary to its United Kingdom parent company are to be exempted 
from Commonwealth income tax. The agreement provides that, in the 
case of other dividends paid by Australian companies to United Kingdom 
shareholders who are subject to United Kingdom tax, Australia will 
reduce the tax payable on the dividends by one half, if the shareholder 
is not engaged in trade or business through a “permanent establishment” 
in Australia. The concession by Australia is in respect of one half the 
Commonwealth “tax” actually payable on the dividends. The allowance 
is not one half the rate of tax appropriate to the dividends. Thus, the 
allowance to English shareholders will be calculated with reference to 
the tax finally assessed atter deducting concessional and other rebates. 

A “permanent establishment” is defined as a branch or other fixed 
place of business, and includes a management, factory, mine or agri- 
cultural or pastoral property. An enterprise of one country carrying on 
business in the other country through an agent is not regarded as having 
a “permanent establishment” in the other country unless the agent has, 
and habitually exercises, authority to conclude contracts on behalf of the 
enterprise other than at prices fixed by the enterprise, or unless the 
agent regularly fills orders on behalf of the enterprise from a stock of 
goods or merchandise in the other country. An enterprise will not, 
however, be regarded as having a permanent establishment in the other 
country merely because it carries on business dealings in the other 
country through a bona fide commission agent or broker acting in the 
ordinary course of his business, and receiving commission at the customary 
rate for the class of business. 

A United Kingdom company which has not a “permanent establish- 
ment” in Australia will thus pay one half the Commonwealth ordinary 
income tax on dividends received by it from an Australian company where 
the latter is not a wholly-owned subsidiary of the English company. This 
means, in effect, that, where there are no rebates in the assessment, the 
English company will pay the Commonwealth income tax at 3/- in £. 

The above concession applies to dividends paid to an English share- 
holder company on and after July 1, 1945, or commencement of account- 
ing period substituted for income year ended June 30, 1946. 

An individual shareholder of an Australian company who resides in 
the United Kingdom; who is subject to United Kingdom tax; and who 
has not a “permanent establishment” in Australia, will be subject to one 
half the Commonwealth income tax and one half the social services con- 
tribution otherwise payable in respect of dividends received by him from 
the Australian company. 

This concession, in the case of individual shareholders, applies to 
dividends paid to them on or after July 1, 1946. 
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Dividends received by United Kingdom shareholders from Australian 
companies—United Kingdom tax. 


With regard to dividends received by United Kingdom shareholders 
from Australian companies, Dominion income tax relief was formerly 
granted by the United Kingdom at the rate of Australian tax paid or at 
one half the appropriate rate of United Kingdom tax, whichever was 
the lower. Under the new agreement, England will give credit in respect 
of the full amount of Australian tax—not limited to one half the United 
Kingdom rate as heretofore. 

In the case of ordinary and participating preference shares, the new . 
United Kingdom credit will take into account, in addition to any tax 
payable by shareholders in respect of the dividends, the Australian taxes 
(other than war-time (company) tax) payable by the company on 
profits out of which the dividend is paid. Non-participating preference 
shares are not entitled to this concession because the dividends received 
by this class of shareholders are not diminished by any prior Australian 
taxes borne by the company (except war-time (company) tax which is 
not included in the concession). 

This important concession by the United Kingdom, coupled with the 
fact that Australia will reduce the tax payable on the dividends by one 
half, may mean that, in certain instances, ordinary and participating 
preference shareholders of Australian companies who are United King- 
dom residents will suffer less in income taxation on dividends paid out 
of Australian profits than residents of Australia who derive income from 
the same source. This is brought about by the fact that the United 
Kingdom law recognises, in the assessment of shareholders, the primary 
tax paid by the company on its profits, whereas, under the Commonwealth 
law, individual shareholders are taxed without rebate in respect of the 
tax paid by the company. 

The concessions granted by the United Kingdom operate in respect of 
the year of assessment 1946-47 in the case of income tax; the year 
1945-1946 in the case of sur-tax; and as from April 1, 1946, in the case 
of excess profits tax and national defence contribution. 


Dividends paid by United Kingdom companies to United Kingdom 
shareholders out of Australian profits. 


The agreement provides that dividends paid by United Kingdom com- 
panies to United Kingdom shareholders will be exempt from Common- 
wealth income tax. Section 44 (1) (b) provides that the assessable 
income of a non-resident shareholder shall include dividends paid to him 
by a company (whether a resident or a non-resident) out of profits 
derived by the company from sources in Australia. Prior to the above 
agreement, it was the practice of the Commonwealth authorities to refrain 
from assessing a dividend paid wholly or in part out of Australian profits 
by a non-resident company to a non-resident on shares on an ex-Aus- 
tralian register, where the non-resident shareholder had no property in 
Australia. The agreement will place all United Kingdom shareholders of 
United Kingdom companies on the same footing. 


Dividends received by residents of Australia from United Kingdom 
companies—modification of s.72A. 


Section 44 (1) (a) of the Commonwealth Act provides that the 
assessable income of a resident shareholder shall include dividends paid to 
him by a company, whether a residént or a non-resident, out of profits 
derived by the company from any source. In the case of dividends 
received by Australian residents from United Kingdom companies, only 
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the equivalent in Australian currency of the net dividend, i.e., after 
deducting United Kingdom tax at the standard rate, is included in the 
Australian shareholder’s assessable income for Commonwealth purposes, 
The agreement provides that, if an Australian shareholder elects to 
include in his Commonwealth assessable income the gross United King- 
dom dividend, i.e., to add to the net dividend the United Kingdom tax 
appropriate thereto (calculated where necessary at the net United King. 
dom rate payable by the company), they will be allowed a credit of 
the United Kingdom tax from the Commonwealth tax payable in respect 
ot the dividend. 

This option, coupled with the abolition of United Kingdom sur-tax on 
dividends paid to Australian residents, should afford complete justice 
to Australian shareholders of United Kingdom companies. 

The above provision applies to dividends received during income year 
ended June 30, 1946, in the case of companies, and to dividends received 
during income year ended June 30, 1947, in the case of individuals, or 
substituted accounting periods. 





Dividends received by residents of Australia from United Kingdom 

companies—A bolition of United Kingdom sur-tax. 

Under the agreement, the United Kingdom wili exempt from its sur-tax 
dividends paid by United Kingdom companies to Australian shareholders 
not engaged in trade or business through a “permanent establishment” 
(as defined above) in the United Kingdom. 


Retention of full Australian tax on undistributed incomes of private 

companies. 

United Kingdom companies which are “private companies” as defined 
by s.103 of the Commonwealth Act, whether carrying on business in 
Australia through a separate subsidiary company or a branch, will 
continue as heretofore to pay private company tax at full rates on their 
undistributed income, regardless of the exemption (in the case of wholly- 
owned subsidiaries) and the 50 per cent. reduction (in the case of other 
classes of shareholders) in tax allowed in respect of dividends paid to 
United Kingdom shareholders. Non-private companies, whether carrying 
on business in Australia through a separate subsidiary or a branch, will 
also pay tax under Part IIIA at the full rate prescribed, at present 2/- 
in £. 

Where a private company pays a dividend subject to the rebate 
provided by s.107, that rebate amounts to complete exemption from Com- 
monwealth tax in the hands of the recipient, except that, in the case of a 
primary producer, it will affect the rate of tax applicable to his taxable 
income of the next succeeding four years. A s.107 dividend is, however, 
exposed to United Kingdom income tax and sur-tax in the hands of a 
United Kingdom shareholder. However, the United Kingdom has agreed 
that, in the case of ordinary and participating preference shareholders, 
full credit will be given for any taxes payable by the company on profits 
out of which the dividend is paid. In view of the fact that, normally, 
s.107 dividends would be paid only to ordinary and participating pre- 
ference shareholders, and of the usual high rate of Division 7 tax, the 
burden of United Kingdom tax on s.107 dividends will be relatively 
insignificant. 


INTEREST ON AUSTRALIAN CONSOLIDATED LOANS WHERE TAXPAYER 
SuBJECT TO SociAL SERVICES CONTRIBUTION. 
Section 3 of the Social Services Contribution Assessment Act is 
identical with s.3 of the Income Tax Assessment Act. These provisions 
together preserve the concessions allowed by the Commonwealth Debt 
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Conversion Act, 1931, and by s.52B (2) of the Commonwealth Inscribed 
Stock Act, 1911-1945 relating to the liability to tax of interest on 
Government securities. 

It was officially stated that the combined effect of s.3 of the Con- 


after 
in the 
‘Poses, 
cts to 





— tribution Assessment Act and the corresponding provision in the Income 
King. Tax Assessment Act is that the total amount of income tax and social 
dit grvices contribution payable on any Commonwealth Loan interest to 
espect which the Commonwealth Debt Conversion Act or s.52B of the Common- 
wealth Inscribed Stock Act applies, should not exceed the income tax 
ax on fy at would have been payable on that interest at the appropriate rate 
ox On Ff of income tax imposed by the Income Tax Acts, 1930. The Treasurer, in 
justice Bt his Explanatory Memorandum issued with the Social Services Con- 
> tribution Assessment Bill of 1945, stated that, if the 1930 income tax 
scived rate (applicable to Consolidated Loan interest) is equal to or less than 
Is, or tne Tate of contribution, no income tax is payable on that interest. If 
; the 1930 income tax rate exceeds the rate of contribution, the rate of 
income tax payable on the interest is equal to the excess of the -1930 

lom income tax rate over the rate of contribution. 


ar-tax Example (1) :— 


olders Income of year ended 30 June, 1946. 
ment Contribution 

From dividends £826 at 18d. in £ = £61 19 O 
sate From Conversion 

Loan interest 174 at 14.3906d. iné=— 10 8 8 

efined es at er 
“ss in Amount of contribution on £1,000 £72 7 8 
, will — 
holly- 
au Contribution payable: 
1id to One half of £72/8/- = £36 4 0 
crying omeenneiiananmeanaeset 
y = The rate of contribution ascertained in accordance with the First 
it 2/- I Schedule of the Contribution Act is graduated to a maximum rate of 
ai 18d. in £. The 1930-31 property rate applicable to an income of £1,000 
pea: is 14.3906d. in £. Accordingly, the maximum rate of contribution to be 
ry applied to the interest in this example is 14.3906d. in £. However, the 
ble amount of contribution payable in respect of income of yéar ended 30 


pr June, 1946, is one half only of the amount as ascertained above. Hence, 
vever, B the contribution payable is one half of £72/8/- = £36/4/-. It follows 


a that the effective rate of contribution payable on the interest in this 

te example is one half of 14.3906d., namely 7.1953d. It is understood that 

rofits the Departmental view is that the excess of the 1930 rate over this 

i all effective rate of contribution represents the rate of income tax payable on 

= the interest for income year ended 30 June, 1946. 

, the § Taxable income of year ended 30 June, 1946: 

tively J} From dividends £826 at 90.975d. = £313 2 1 
From Conversion 

"ER Loan interest 174 at 7.1953d. = 5 4 


£1000 


Income tax on 
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The ‘total of the levies is therefore: 7 
Contribution £36 4 0 pay 
Income tax 318 6 0 not 

pay (xa 

£354 10 O inc 

eee Cor 

Income of year ended 30 June, 1947. wal 

The rates of income tax are those imposed by the Income Tax Act, ff inc: 
1946, and the position is as follows :— ish 

Contribution: is 1 
Income from dividends £826 at 18d. = £6119 0 nec 
Income from Conversion T 

Loan interest 174 at 14.3906d. = 10 8 8 
£1000 £72 7 8 L 
Contribution payable = £72 8 0 

Income tax: B 
Income from dividends £826 at 62.4d. = £214 15 2 
Income from Conversion 

Loan interest 174 at nil = nil 
£1000 £214 15 2 T 
Income tax payable =: £214 15 0 T 


The 1930-31 property rate on an income of £1000 is 14.3906d. As 
the rate of contribution at 18d. for year ended 30 June, 1947, exceeds 
14.3906d., the contribution is chargeable at that lower rate. In_ this 
instance, no income tax is chargeable in respect of Conversion Loan 
interest. 


Example (2) :— 

Difficulties arise in applying the Departmental interpretation to the 
lower income groups where the taxpayer is entitled to a concessional § 6 
rebate. Assume that a taxpayer’s income for the relevant years is 
£250 wholly derived from Conversion Loan interest and that he is 
entitled to a concessional rebate of £28 in his income tax assessment. 

(a) In the Departmental view that the contribution is the charge first TI 
to be determined in priority to income tax, the position would be as 1946 
follows :— 

Contribution for year ended 30 June, 1946: 


Contributable income £250 
Rebatable amounts for income tax purposes 


Basic rate on £250 = 18d. 





Concessional rate — 18 x — =s 22.24. Fr 
As the concessional rate exceeds the basic rate, the rate of contribution owe 
is 18d. 


Contribution on £250 at 18d. = £18 15 0. 

3y virtue of s.6 (3) of the Contribution Act one-half only of this 
amount, namely £9/7/6 (adjusted to £9/7/0), is payable in respect of 
year ended 30 June, 1946. However, the 1930-31 property rate of in- 
come tax on an income of £250 is 5.2044d., which yields as follows: 
Contribution on £250 at 5.2044d. == £5/8/5. 
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Thus, apart from s.20 of the Debt Conversion Act, the contribution 
yable would be £9/7/-. Applying s.20, however, the contribution must 
not exceed £5/8/5. Logically, if the Departmental view illustrated in 
example (1) is followed, the amount of contribution payable in respect of 
income of year ended 30 June, 1946, is, as provided by s.6 (3) of the 
Contribution Act, one-half only of the amount of £5/8/5, namely 
{2/14/2 == £2/14/-. It might be said that, the full 1930-31 rate having 
been applied in the assessment, the taxpayer cannot now be assessed to 
income tax despite the fact that the amount of his liability so ascertained 
is halved in accordance with s.6 (3). If, however, the Departmental view 
is right that regard must be had to the effective rate, a liability to 
income tax for year ended 30 June, 1946 would arise as follows: 
Tax on £250 at 2.6022d. in £1 (being 1930-31 rate of 
5.2044d. less effective rate of 2.6022d. applied in asses- 
sing contribution) == £214 0 
Less rebate on £28 at 32.175d. (being 1945-46 P.E. rate 
applicable to £250 plus 9d. in £—s.160 A E (a) (i) 


= £3/15/-. 
But maximum rebate allowable under s.160 AD (aa) 
= £2/1/-. Deduct a 
Net tax payable £0 13 0 
The rebate of £3/15/- is reduced in accordance with s.160 
AD (aa) as follows: 
Tax before rebate £2 14 O 
less 50% of— 
Tax on £250 at 5.2044d. 5 8 O 
(1930-31 property rate) 
Rebate on £28 at 35.25d. 
(P.E. rate under Act No. 5 of 1945 on 
£250) 420 
#1 6 O 
One-half of £1/6/- 013 0 


Maximum rebate allowable 7 a ae 


The combined levies as ascertained above for year ended 30 June, 
1946, is therefore: 


Contribution £2 14 O 
Income tax 13 O 
£3 7 © 


For year ended 30 June, 1947, contribution only could be assessed, 
namely — 
Contribution on £250 at 5.2044d. in £ == 5 8 § 


= £5 8 0 
The full 1930-31 rate having been applied, no assessment can be made 


to income tax and the taxpayer is denied the benefit of his concessional 
rebate. 
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(b) In (a) above it has been assumed that the assessment to contribu- 
tion is made before the assessment to income tax. Section 221 of the 
Income Tax Assessment Act as adapted by s.18 (f) of the Social 
Services Contribution Assessment Act gives absolute priority in payment 
to any amount of contribution, but it has no relation to assessment 
thereof. The provision operates only at the point of payment. Hence, 
there is no warrant in these provisions for treating contribution as the 
charge first to be determined. On the contrary, it may be argued that 
the policy of the legislation is to treat income tax as the charge first to 
be determined. Support for this view may be found in s.17 of the 
Contribution Assessment Act which directs, where certain rebates of 
tax exceed the amount of tax payable, that the excess shall be carried 
over as a rebate of contribution. Whether income tax or contribution 
is assessed first will not matter in the great majority of cases. But a 
change in the order of assessment, particularly on smaller incomes 
derived from conversion loan interest, discloses a defect in the Acts. 
Thus, in this example if income tax be assessed before contribution the 
following would be the result: 


Income tax: year ended 30 June, 1946— 


Tax on £250 C.L.I. at 5.2044d. =: £5 8 0 ; 
Less rebate on £28 at 32.175d. =z 315 0 (i) 


Net tax payable £113 O 


(i) The rebate of £3/15/- is in this instance allowed because it is 
less than the maximum rebate calculated in accordance with s.160 AD 
(aa): 

Tax before rebate £5 8 0 

Less 50% of— 
Tax on £250 at 5.2044d. 
Rebate on £28 at 35.25d. 


One-half of £1/6/- 


Maximum rebate allowable 


The full 1930 rate having been applied in the income tax assessment, 
no levy can be made for contribution. 
For year ended 30 June, 1947, the position would be as follows if in- 
come tax is treated as the charge first to be determined. 
Tax on £250 at 5.2044d. in £ == £5 
Less rebate on £28 at 25.8d. in £ (P.E. rate on 
£250 under Act No. 31 of 1946 plus 18d. in£— 
s.160 AE (a) (ii) . © 


£2 8 


The full 1930-31 rate having been applied in the assessment to income 
tax no assessment to contribution can now be made. 

(c) Another possible view is that the two assessments should be 
treated independently. The position would then be as follows :— 
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Income year ended 30 June, 1945. 
Income tax: 
Taxable income, £250 at 5.2044d. in £ (1930 oe) 
— £5/8/5 
Gonbendben rebate—£28 at 35.25d. in £ (1945 


personal exertion rate) 
Net income tax payable 


Income year ended 30 June, 1946. 


Income tax: 
Taxable income, £250 at 5.2044d. in £ £5 8 
Concessional rebate—£28 at 32.175d. in £ (1945-6 
personal exertion rate plus 9d.) 3 15 


Net income tax payable £1 13 


Social Services contribution : 

The basic rate, 18d., and the concessional rate (18 x (250 — 28) = 
180 == 222d. reduced to 18d.) are the same. This exceeds the 1930 
rate of 5.2044d. 

Therefore the latter rate applies: 

£250 at 5.2044d. in £ — £5 8 O 


Under s.6 (3), the contribution for 1945-46 is reduced by one-half, 
viz.: £2/14/-. 
Income year ended 30 June, 1947. 


Income tax: 
Taxable income, £250 at 5.2044d. in £ = £5 8 0 
Concessional rebate—£28 at 25.8d. in £ (1946-1947 
personal exertion rate plus 18d.) 3 0 0 


Net income tax payable £2 8 0 


The social services contribution payable for 1946-47 is £250 at 
5.2044d. in £ = £5/8/-. 

Whatever is the correct method of assessing the individual in this 
example it is clear that under any one of the three possible methods 
suggested he will pay more in 1946 and 1947 than he was called upon to 
pay in 1945 despite the fact that rates in the two later years have been 
reduced. The following is a summary of the amounts payable under each 
of the methods illustrated :— 


1945 1946 1947 
(a) Contribution 
determined first: 
Contribution nil £2 14 0 £5 8 0 
Income tax 41 60841 6 0018 08 7 0 nil £5 


(b) Income tax 

determined first: 

Income tax £1 6 O £113 0 £2 8 0 
Contribution nil £1 6 O nil £113 0O nil £2 


(c) Independent 
assessments: 
Income tax £2 
Contribution i £5 
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As to (c) it is considered that the Parliament could never have 
intended that recipients of Conversion Loan interest should be liable for 
both imposts. It is further considered that the correct approach is to 
calculate the imposts separately and then to assess for the lower of the 
two levies. In this example, the result is the same as if income tax 
were treated as the charge first to be determined. It is on this basis 
that the calculations under (b) have been made. Plainly, however, 
the legislation is defective because under each method illustrated the 
recipient of Conversion Loan interest now pays more than he did when 
peak war-time rates of tax applied in 1945. 


Example (3) 









Salary (personal exertion) £1,000 
Rent (property income) 400 
Conversion loan interest (property income) 600 
na 
Total income £2,000 01 
Amount subject to concessional rebate: 
Wife £100 
First child 75 
Second child 30 
Medical expenses 40 
Life assurance premiums 75 
£320 





For year ended 30 June, 1946, assessment is as follows: 


Contribution 
£2,000 at maximum basic rate of 18d. = £150 0 0 


£75 


Contribution payable is one-half only 





Income Tax. 

Assessment at 1945-46 rates: T 

£1000 personal exertion at 98.775d. == £411 11 3 

£400 property at 122.05d. = 25 8 4 
Assessment at 1930-31 rates: bl 
£600 property at 18.042d. = 4 2 1 le 
£660 1 8 fir 
= £660 2 0 se 
EE aie h 
N.B. The 1930-31 property rate applicable to an income of £2,000 ~ 
was 27.0424d. The rate applied to conversion loan interest in the above on 
example is 18.0424d. which represents the excess of 27.0424d. over fill 
the effective rate of contribution in this instance, namely 9d. in £1. pa 
Gross tax as above £660 2 0 fo 
Less concessional rebates at 107.775d. re 
(98.775d. plus 9d.) ha 
Wife £100 = £418 1 
First child £75 = sis 67 Si 
Second child £30 (maximum) = 8 0 0 th 
Medical and assurance £115 = 51 12 10 fill 
aay ey a a 
£138 4 6 £138 4 0 fr 
Net tax payable £521 18 O =! 
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For year ended 30 June, 1947, assessment will be as follows :— 
Contribution 
£2000 at maximum basic rate of 18d. 





| 


£150 0 0 





Income Tax 








£1,000 personal exertion at 74.3d. = £309 11 8 
400 property at 93.2d. =: 155 6 8 
600 property at 9.0424d. = 22 12 1 

£2,000 £487 10 5 

= £487 10 0 


N.B. The rate applied to conversion loan interest in this instance, 
namely 9.0424d., represents the excess of the 1930-31] rate of 27.0424d. 
over the rate of contribution of 18d. in £. 

Gross tax as above £487 10 O 

Less concessional rebates at 92.3d. 

(74.3d. plus 18d.) 





Wife £100 = £33 9 2 
First child £75 = 28 16 11 
Second child £30 (maximum) = 8 0 0 
Medical and assurance £115 = 4447 
£11910 8 £119 11 O 
Net tax payable £367 19 O 











Legal Section 
Edited by R. E. O’NEILL, A.L.c.A. : 


THE PAYEE OF A ForGED CHEQUE CrossED “Not NEGOTIABLE” CANNOT 
Rals—E THE DEFENCE OF ESTOPPEL. 

The not uncommon practice whereby an employer signs cheques in 
blank leaving the amount and payee’s name to be inserted by an employee 
led to recent litigation in the English Court of Appeal. A partner in a 
firm of estate agents signed on behalf of the firm a blank crossed cheque 
form with the words “not negotiable” printed on it and the words 
“clients a/c.” stamped below the signature. The cheque form was then 
handed to an employee with instructions to fill it up for £2 and to 
insert the name of the Commissioners of Inland Revenue as payees. The 
employee, who was indebted to P. in the sum of £54/4/-, fraudulently 
filled in the cheque for that amount and inserted the name of P. as 
payee. P. through her bankers obtained payment of the cheque thus 
forged, and in the county court successfully resisted the firm’s claim to 
recover the amount of it from her as damages for conversion or as money 
had and received. It was conceded that P. acted in good faith. 

The firm contended that P. obtained no title to the cheque by reason of 
S.81 of the Bills of Exchange Act, 1882. On the other hand, P. argued 
that the firm was estopped from denying the authority of its employee to 
fill in the blanks in P’s. favour, or the authority of'its bankers to pay the 
amount of the cheque to P. The Court approved the contention for the 
firm and in rejecting P’s. contentions, Lord Greene, M.R., said: “It is 
a fundamental rule with regard to estoppel im pais that a party is only 
entitled to rely on such estoppel if he can show that on the faith of the 
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representation he has acted to his prejudice.” As his Lordship pointed out, 
in this case P. by accepting the forged cheque had not prejudiced her 
position vis-a-vis her debtor. “If it had been shown that in reliance on the 
cheque (P) had refrained from suing (her debtor) or given her further 
credit, the position might well have been different. But there is no 


suggestion of the kind.” 
The following extract from his Lordship’s judgment is most instructive: 


“The application of the ery oe of estoppel to instruments handed to an 
agent in blank in order that they may be filled in by him has been much 
debated in the past. The view which so far as my researches go appears 
to me to have the weight of judicial opinion behind it is that, apart of 
course from some specific representation of authority or some holding out 
or some special character of the agent from which his authority would 
naturally be inferred, the rule that a person who signs an instrument in 
blank cannot be heard, as against a person who has changed his position 
on the faith of it, to assert that the instrument as filled in is a forgery 
or that it was filled in in excess of the agent’s authority, in confined to 
the case of negotiable instruments. I may refer in particular to Swan 
v. The North British Australasian Co. Ltd. (1863) 2 H. & C. 175. The 
instrument in Lloyd’s Bank v. Cooke (1907) 1 K.B.794 was such a 
negotiable instrument. There appear to me to be good reasons why such 
an estoppel, which seems to result in an exception to the accepted notions 
that a forged document carn convey no title, should be recognised in the 
ease of ncgotiable instruments. As Blackburn, J., said in Swan’s case 
(2 H. & C. 175, at p. 183): 

‘It is sufficient to point out that a party signing in blank a cheque 
or bill or other negotiable instrument does intend that it shall be filled 
up and delivered to a series of holders and therefore he stands to ail 
those holders in the position indicated in the first branch of the judgment 
in Freeman v. Cooke (1848) 2 Exch. 654.’ 

At pp.184, 185, Byles, J., said this: 

‘The object of the law merchant, as to bills and notes made or become 
payable to bearer, is to secure their circulation as money; therefore 
honest acquisition confers title. To this despotic but necessary principle 
the ordinary rules of the common law are made to bend. The misappli- 
cation of a genuine signature written across a slip or stamped paper 
(which transaction being a forgery would in ordinary cases convey no 
title) may give a good title to any sum fraudulently inscribed within the 
limits of the stamp, and in America, where there are no stamp laws, to 
any sum whatsoever. Negligence, in the maker of an instrument payable 
to bearer, makes no difference in his liability to an honest holder for 
value; the instrument may be lost by the maker without his negligence or 
stolen from him, still he must pay. The negligence of the holder, on the 
other hand, makes no difference in his title. However gross the holder’s 
negligence, if it stops short of fraud he has a title. So that the argument 
from negotiable instruments if it were applicable might be retorted, for 
there, as here, a plaintiff who has been guilty of negligence may prevail 
against a defendant who has been defrauded without any negligence of 
his own at all. The truth is that in the case of a bill of exchange or 
promissory note, as well as in the case of a deed, the law respects the 
nature and uses of the instrument more than its own ordinary rules.’ 

“To take a more recent case, decided subsequently to Lloyd’s Bank v. 
Cooke (supra) I find in the judgments of this court in Smith v. Prosser 
(1907) 2 K.B.735 what appears to me to be a clear indication that in the 
opinion of all the members of the court this class of estoppel is confined 
to the case of negotiable instruments. In the present case the cheque was 
on its face expressed to be ‘not negotiable,’ the result of which was that 
it was deprived of the peculiar characteristic that makes it possible for 
a transferor of a negotiable instrument to confer a better title than he 
has himself. The consequences of marking the cheque ‘not negotiable’ 
are to be found in the Bills of Exchange Act, 1882 s.81, which provides 
as follows: 

Where a person takes a crossed cheque which bears on it the words 
‘not negotiable’ he shall not have and shall not be capable of giving a 
patios title to the cheque than that which the person from whom he took 
it had. 

“Now it is understandable that there should be a special rule of estoppel 
in the case of negotiable instruments which, broadly speaking, pass like 
currency from hand to hand. They are in a sense dangerous things 
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since if a doubt exists as to the right of a holder in due course to rely 
on their apparent authenticity consequences will follow highly prejudicial 
to the confidence which is required for the due conduct of commercial 
affairs. It seems natural, thefefore, that, broadly speaking, a person 
who puts an inchoate instrument of that nature into circulation must be 
taken to have authorised whatever is subsequently inserted in it in order to 
make it a complete instrument. I think therefore that as this was not aad 
was never intended to be a negotiable instrument the estoppel relied upon 
could not in any event be admitted. 

“As Bailhache, J., held in Paine v. Bevan (1814) 110 L.T.933, even 
in the case of negotiable instruments the estoppel does not operate in 
favour of a holder who has not given value. This is, I think, another 
way of stating the application of the rule that a person can only set 
up an estoppel where he has acted on the faith of the alleged representa- 
= AA » detriment.” (Wilson & Meeson v. Pickering (1946) 1 All 


RIGHT OF PREFERENTIAL SHAREHOLDERS TO PAYMENT OF ARREARS OF 
DIVIDEND ON A WINDING UP. 

The nominal capital of F. de Jong & Co. Ltd. was £25,000 divided 
into £10,000 cumulative preference shares of £1 each, and 15,000 ordinary 
shares of £1 each. 5,006 preference shares and all the ordinary shares had 
been issued and were credited as fully paid. No dividend had been paid 
on the preference shares since 1940. In 1944, the company went into 
voluntary liquidation. After paying all creditors in full and returning 
the capital sum in respect of the 5,006 preference shares, the liquidator 
had in hand a balance of over £3,000. On a summons taken out by the 
liquidator the question was whether on a true construction of the articles 
the preference shareholders were entitled to receive out of the net surplus 
assets of the company payment of the arrears of cumulative preferential 
dividend accrued since 1940. 

Article 15 of the company’s articles provided as follows :— 

“Of the 25,000 shares of £1 each into which the initial capital of the 
company is divided, 10,000 shares shall be preference shares, and 15,000 
shares shall be ordinary shares. (a) The said preference shares shall carry 
the right to a fixed cumulative preferential dividend at the rate of 6 per 
cent. per annum on the capital for the time being paid up thereon 
respectively, (b) and shall have priority as to dividend and capital over 
the other shares in capital for the time being, (c) but shall not carry 
any further right to participate in the profits or assets.” 

The letters (a), (b) and (c) have been inserted by the writer for 
easier reference hereafter. 

Delivering the judgment of the Court of Appeal that the preference 
shareholders were so entitled Morton, L. J., said: 


“Prima facie, and in the absence of words making provision for it in 
the memorandum and articles of association, cumulative preference 
dividends are not ordinarily payable out of the assets in a winding up. 
It is a question of construction in each case whether the memorandum or 
articles provide that such arrears of dividend shall be payable in a 
winding up.” 

Analysing art. 15 his Lordship considered that it fell into three parts: 


(i) Part (a) gave to dividends on the preference shares in the true 
and ordinary sense of dividends payable while the company was a 
going concern, priority over the dividend on the ordinary shares. 

(ii) Part (b) referred to the rights in a winding up: “I say that for 
three reasons. First, the provision as to having priority as to 
dividend must, I think, refer to a winding up because the word 
‘preferential’ has already established the priority of the pre- 
ference shareholders as to dividend, while the company is a 
going concern. Secondly, the words ‘priority as to capital’ refer 
naturally to a distribution of the assets in the winding up... . 
The third reason is that one would expect to find, somewhere 
in the articles, provisions dealing, not only with the rights of the 
preference shareholders as to dividends while the company is a 
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going concern, but also provisions as to what are to be the 
rights of the preference shareholders in a winding up. Unless 
the passage which I have just read deals with those rights in a 
winding up, there is no provision at all informing the preference 
shareholders what their rights in a winding up are to be... 
The prima facie meaning of dividend was thus stated by Stirling 
L. J. ((1902) 2 Ch. 86, at p. 95) in Re Crichton’s Oil Co. 

‘A dividend means prima facie a payment made to share- 
holders while the company is a going concern .. .” 
But, in the present case, finding, as I do, this word in a 
passage which refers to a winding up, it seems to me that one 
must give the meaning of ‘arrears of dividend’ to it; the 
priority as to dividend in the true sense having been already 
provided for by the first of the three passages.” 

(iii) Part (c) rounded off the description of the rights of the pre- 
ference shareholders, and prevented them from having (1) any 
more than their fixed cumulative preferential dividend out of 
the profits of the company, and (2) any more than the arrears 
of dividend and return of capital in a winding up. 

It is interesting to contrast this decision with that of Cohen J. in Re 
‘ Wood, Skinner & Co. Ltd. (1944) Ch. 323. In that case Cohen, J., on 
the wording of the article before him, came to the conclusion that the 
preference shareholders were not entitled to have priority as to arrears of 
their dividends in a winding up. There the article was as follows: 

“Such preference shares shall confer the right to a fixed cumulative 

dividend (not, it is to be noted, preferential dividend or preference divi- 
dend) of £6 per cent. per annum on the capital paid up thereon and 
shall rank both as regards dividends and capital in priority to the ordinary 
shares with power to increase the capital.” 


In that case it was not necessary for Cohen, J., to treat the words “shall 
rank both-as regards dividends and capital’ as conferring priority in respect 
of the arrears of the cumulative preferential dividend in a winding up, 
because, up to that point in the articles, there had been no statement that 
the preference shareholders were to have a preference dividend. It was 
on this point that the Court of Appeal distinguished that decision from 


the present case (Re F. de Jong & Co. Ltd. (1946) 1 All E.R.556). 


POWER OF CourRT AT INSTANCE OF LIQUIDATOR TO FIX REMUNERATION 
OF RECEIVER. 


Section 309 of the English Companies Act, 1929, empowers the court, 
on the application of a liquidator, to fix the remuneration of a receiver 
appointed under powers contained in any instrument. It is now held that 
the sectfon enables the Court to override any agreement as to his 
remuneration made at the time of the appointment of a receiver, but 
that the court can fix such remuneration not retrospectively but only as 
from the date of the order of the court. Under trust deeds securing deben- 
tures issued by a company, the trustee was empowered in certain events to 
appoint a receiver at a remuneration payable out of the mortgaged premises 
at a rate not exceeding that allowed by S.109 of the Law of Property 
Act, 1925, but the amount to which the percentage was to be applied was 
not stated. In 1936 a receiver was appointed by the trustee and he was 
authorised to retain, out of the mortgaged premises and moneys to be 
received, all costs and charges, as well as commission at the rate of 5% 
of the gross amount of all moneys received. 

An additional receiver was subsequently appointed. In 1944, an order 
was made for the compulsory winding up of the company. The receiver- 
ship was still on foot. Total sums received by the receiver were nearly 
a million pounds, so that the 5% commission on these receipts worked out 
at a very large sum. 
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On a summons taken out by the liquidator asking that the remuneration 
of the receivers be fixed by the court under S.309, two questions of the 
construction of that section arose: (1) whether the court had any 
te jurisdiction at all where a receiver had been appointed at an agreed 
ing remuneration; (2) whether an order could be made which covered the 
past, or whether the court had power only in respect of the future. Lord 
Uthwatt, sitting as an additional judge of the Chancery Division, decided 
na as to (1) that the Court has jurisdiction, and as to (2) his Lordship 
one said : 





nce 





ire- 


the “In my opinion, the jurisdiction can be exercised only as respects the 
ady future. The jurisdiction is not to fix the amount payable, but the amount 
‘to be paid,’ and these words point to regulating the course of events in 

pre- the future, not to the possibility of reviewing the past. The section, to 
any my mind, is directed to enabling the court, on the application of the 
t of liquidator, to regulate the course of business as regards a receiver’s 
ears remuneration once a winding up has begun, and not to enabling the 
court, when a winding up has begun, to re-open matters that have been 

Re duly carried out before an application under the section has been made. 

. It is not necessary for the purposes of the particular case before me to 

, On define the construction more closely. The parties here are not concerned 
the with the question whether ‘remuneration to be paid’ means remuneration 

s of to be paid in the future, whenever the services were rendered or re- 


muneration to be paid as respects future services. I propose to express 
no opinion upon that point. Nor, again, are they concerned with the 
tive question whether what I have called the future means the date of the 
livi- application or the date of the order, but it is, in my view, clear that the 
nal date of the application is the material date. Whether I am right or 
an wrong in my construction of the section, the order, in view of the 
nary registrar’s slip, must be discharged. With a view to enabling the matter 
to be effectively considered by the Court of Appeal, I propose to remit 
the matter to the registrar, with a direction—the form of which is 


shall dictated by the particular facts of the case—that any order made by 

pect him is not to relate to remuneration which, pursuant to the terms of 

up, the trust deed and the instrument appointing the receivers, has, prior to 

that the date of the liquidator’s application, accrued payable to the receivers.” 
wen ((1946) 1 All E.R.329 at pp.332-3). 

aes Before the Court of Appeal no argument was raised as to the correct- 

ness or otherwise of the judge’s decision on (1) above. On the second 

point the Court of Appeal considered that, under the section, the court 

aii had power to fix the receiver’s remuneration only as from the date of an 


order by the court and not, as was found by the judge, as from the date 
of the application made by the liquidator. The order of Lord Uthwatt was 
ourt, § varied accordingly. On this aspect Morton, L. J., said: 


iver “The section refers only to any person who has been appointed as 
that receiver under the powers contained in an instrument, so that the 
his section is dealing with a case in which there has been a bargain between 
7 the company and the trustee for the debenture holders, and between the 
but trustee and the receiver. I think it 1s not unfair to describe it, as counsel 
ly as for the receiver did, as a penal section, if the effect of it is that the 
ben- court can take aWay from the receivers remuneration which they have 


already earned in pursuance of their bargain. Ordinarily, a receiver takes 


ts © his remuneration out of the moneys which he has received. He may work 
mises hard and try to sell a property and fail, in which case, on a percentage 
erty remuneration, he gets nothing. On the other hand, if he does sell, directly 
was he has received the proceeds of sale he has a right to his percentage. 
was There is no difficulty at all in treating the section as referring only to the 
be future. You merely find out what moneys the receiver has received up 
Oo" to the date of the order, and what remuneration he is entitled to retain 
5% under his bargain, and the court then says what is ‘to be paid’ in the 
future. To my mind, the very fact that there is no date mentioned in the 

order seetion as the date from which the court may fix the amount of the 
wes receiver’s remuneration is a strong indication that the court is not to 
iver go back to any earlier date than the order itself. The order is to 
early deal with the future and only with the future. The intention is, I think, 
1 out to leave undisturbed that percentage which has already accrued to th2 


receiver on the moneys collected by him.” (Re Greycaine Ltd. (1946) 
2 All E.R. 30 at p.36.) 
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Method of Apportioning Depreciation over the Service 


Life of an Asset 
By A. A. FitzGERALD, B.COM., F.1.C.A. 


For the reasons explained in a previous note, the original cost of a 
Fixed Asset should be written off, by periodical charges to Revenue, 
during the effective service life of the asset. The problem that arises is 
how best to apportion the amount so written off against the various 
accounting periods. Several methods of doing this have been devised, each 
method possessing some apparent advantage over the others, but it may 
be admitted at the outset that no one method is completely satisfactory 
for all types of Fixed Assets and in all circumstances. 

The total amount to be written off consists of: 

1. The cost of acquiring the asset; plus 

2. The cost of receiving and installing the asset ready for use in 
the desired position, less 

3. The amount (if any) received for the sale of the asset when 
it is finally disposed of by the business. 

In regard to the third item, the amount must be estimated in advance, 
since the writing off is to be done at intervals during the service life of 
the asset, and cannot be deferred until the asset is sold and the exact 
amount of the disposal price is known. 

This total amount may be written off by one of the following methods: 

1. The “straight line” method—by writing off in each accounting 
period a fixed percentage of the original installed cost of the 
asset. The percentage will be such an amount as will complete 
the required writing off as nearly as possible by the expiration 
of the estimated service life of the asset. In support of this 
method, it is urged that the periodical depreciation charge is simple 
of calculation, and that the method spreads the writing off equally 
between equal periods of time. This apparent equality, however, 
assumes that time is the main factor to be considered in relation 
to the using up of the asset, and little weight is given, under this 
method, to loss of value through use or obsolescence. 

The fixed percentage on diminishing balance method—under which 
a fixed percentage is written off the diminishing book value of the 
asset, that is, the percentage remains unaltered during the period 
of writing off, but is calculated in each period, not on the original 
cost, but on the balance of original cost remaining after the deduc- 
tion of all previous depreciation charges. Thus the absolute 
amount written off diminishes from period to period. Advocates 
of this method claim that it produces greater practical equality 
than the straight line method, in that as the asset grows older 
more and more expenditure on repairs will be necessary. The 
total cost of using the asset—depreciation plus repairs—therefore 
tends to be more nearly equal from period to period than under 
the straight line method. It may be argued against this claim that 
the cost of using an asset naturally increases with the age of the 
asset, and that this fact should be reflected in the accounts. If 
that is true, the straight line method is closer to actuality than the 
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diminishing balance method. Moreover, the method is subject to 
the same objections as those made above in connection with the 
straight line method, that is, its emphasis on time and neglect of 
the factors of use and obsolescence. 

The method is probably the most commonly used in Australia, 
but it is thought that this is due, not to its supposed inherent 
advantages over other methods, but to the fact that depreciation 
charges are commonly credited to the asset account, and deprecia- 
tion is calculated as a percentage of the ledger balance. This 
results in an automatic—and, as it were, unconscious—adoption 
of the diminishing balance method. The selection of the best 
method should be deliberate and should not be influenced by book- 
keeping practice. For this reason—as well as for other weighty 
reasons—it is preferable that depreciation charges should not be 
credited to the asset account, but to a provision account. Such a 
procedure preserves a clear record in the books of the original cost 
of the asset. 

If the diminishing balance method is used, the percentage written 
off should be much higher than under the straight line method in 
omer to reduce the original cost to scrap value within the same 
period. 

This will be clear from the following simple illustration :— 

The writing off of 10% per annum by the straight line method 

will reduce book value from £1,000 to £100 in nine years. To effect 
a similar result, under the diminishing balance method, the per- 
centage required is approximately 204%. 
The Re-valuation Method. Under this method the asset is periodi- 
cally inventoried and re-valued, the difference between the new 
valuation and the old book value being written off as depreciation. 
Obviously this method does not accord well with the analysis of 
the nature of depreciation made in the previous note in this section, 
since the re-valuation is likely to be based on present market value, 
and will have no necessary connection with the unexpired capital 
outlay. 

Nevertheless, the method serves a useful purpose in connection 

with such assets as loose tools, in which the risk of total loss from 
pilfering, misplacement, etc., is an important factor. 
The Production Units Method. By this method Depreciation is 
apportioned according to the amount of use of the asset, without 
regard to time. The estimated number of units to be produced 
by an asset, e.g., the number of miles to be run by a truck, is 
divided into the total depreciation to be written off. This gives 
a unit depreciation charge—so much a mile run or article pro- 
duced. The depreciation charge for each period is then ascer- 
tained by multiplying the units produced by the asset in that period 
by the unit charge. 

The method partly meets the objection against the straight line 
method, but it goes to the other extreme of entirely disregarding 
time as a factor in depreciation. It must be remembered that many 
assets depreciate—sometimes very rapidly—even whilst they are 
not being used. The production units method makes no charge 
for an asset whilst it is idle. 

The Annuity Method. Modern cost accounting practices are 
largely responsible for the growing popularity of this method, 
which in effect assumes that production facilities are rented to the 
production department, at a rent which will produce for the busi- 
ness a rate of return on its investment in Fixed Assets which is 
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equivalent to the rate which could be earned by outside invest- 
ment of the funds. The total amount of depreciation to be charged 
under this method is the original installed cost of the asset (less 
estimated scrap value) plus interest at the ruling rate on the 
amount of the Unexpired (or Unrecouped) Capital Outlay from 
time to time. The amount charged to production cost (Manufac- 
turing Account) in each equal period of time is equal, the credit 
in each period to Provision for Depreciation is equal, whilst the 
Interest (credited to Revenue) is a diminishing quantity from 
period to period. 

Thus, on an asset costing £3,000 to be written off completely in 
seven years, the total interest to be charged to-operations for the 
seven years at 4% amounts to £498/16/1, and the total amount 
to be charged for Depreciation is, therefore, £3,498/16/1. This 
would be charged to Manufacturing Account in seven equal yearly 
instalments of £499/16/7, the instalments being credited to the 
Provision for Depreciation Account. Interest would be debited 
to the Asset Account and credited to Interest Account as under :— 

Me © oe 46 0%: da we -ue <0 'ue 

OEE 66 68.40 os Se Shae ee 
4 are ee ae 89 0 
(2 ee ee ars ae 72 11 
re ee 55 9 
ED 46 sores. 66> He ae Secs 37 14 
Sa Abas 06-66. 4 da WS 19 4 


£498 16 1 


It is evident that, whilst the amount charged to the Production 

Department each year is equal (in which respect the result re- 
sembles that under the straight line method), the net charge 
against the revenue of the business as a whole (i.e., depreciation 
charged less interest credited) is an increasing quantity. This may 
be justified on the ground that as funds are released from the 
investment in the fixed Assets they become available for earning 
revenue in other directions. 
The Depreciation Fund Method. This method is similar in theory 
to the Annuity Method, but the depreciation charges as made are 
actually invested at interest outside the business, in such a way 
that the Sinking Fund thus created will amount to sufficient to 
replace the asset at the termination of its service life. The advan- 
tage claimed is that the method ensures that funds will be avail- 
able when needed for replacement, but this advantage is illusory. — 
If all other things were equal it is true that the funds would be so 
available; but other things rarely remain unaltered in business 
operations. 

Suppose that a summary of the balance sheet of a business at 
a given date is as under :— 

Creditors . .. .. .. £1,000 Current Assets .. £2,000 

Capital and Reserves 15,000 Fixed Assets . .. 14,000 


£16,000 £16,000 


By means of a sinking fund it is planned to ensure that funds 
will be available to replace the Fixed Assets when required. By 
the time this necessity arises, the balance sheet of the concern may 
appear as under :— 
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Creditors .. .. .. .. £8,000 Current Assets .. £7,000 

Depreciation Fund .. 14,000 Deferred Assets .. 4,000 
Capital and Reserves 15,000 Fixed Assets (at 

Undistributed Profits 2,000 GOR) << cc we Me 
Depreciation Fund 

Investment . .. 14,000 


£39,000 £39,000 


The sale of the Investment will now provide £14,000, which in 
theory is available to replace the worn out fixed Assets. Actually, 
however, some part of it will be needed to redress the now un- 
favourable working capital position. At the time of the first 
balance sheet, Current Assets were available to meet payments of 
Current Liabilities at the time when replacement is necessary, 
Current Assets are insufficient to pay Current Liabilities, there- 
fore portion of the funds intended to replace Fixed Assets must 
now be diverted to strengthen the Working Capital. 

The fact is that, in the hypothetical instance quoted, the business 
has expanded. Such expansion necessitates the planning of the 
finances of the business as a whole, and not merely the use of 
devices intended to replace one portion of the assets. The replace- 
ment of Fixed Assets is thus seen to be a problem of Financial 
Planning. Financial Planning includes Depreciation policy, but is 
wider in scope, and no method of charging depreciation can in 
itself ensure the automatic provision of funds for replacement 
purposes. 

. The method of an inclusive charge for Repairs, Renewals and 
Replacements. In practice it is often difficult to decide whether 
expenditure on an asset covers repair, renewal or replacement. 
This method seeks to overcome this difficulty. An estimate is made 
of the amount that will need to be spent during the service life 
of an asset on repairs and renewals. This estimate is added to the 
original cost in order to give the total amount to be written off 
during the life of the asset. Equal charges against revenue are 
made for equal periods of time, so that this total amount will be 
accumulated in a Provision for Repairs, Renewals and Replace- 
ments Account during the service life of the asset. As expenditure 
is incurred—whether for Repairs, Renewals or Replacements—it 
is charged to this Provision Account. The balance of the Provision 
Account at any given time, therefore, represents the still existing 
provision for future repairs and renewals, plus the amount of 
Expired Capital Outlay actually written off. A solid objection to 
this method is the practical difficulty of estimating expenditure on 
repairs in advance. 

A word may be added on the question of Obsolescence and Inadequacy. 
Obsolescence arises when an asset is no longer capable of being econo- 
mically used for its original purpose, having regard to the factor of com- 
petition. Inadequacy arises when an asset is no longer capable of handling 
the desired Volume of work and it is more economical to scrap it than to 
enlarge or extend it. 

Many authorities regard Obsolescence and Inadequacy as coming within 
the scope of Depreciation; others would restrict the use of the term 
Depreciation to using up of value through time and use; a third School 
includes gradual Obsolescence in the term Depreciation; whilst another 
distinguishes between Physical Depreciation (due to time and use) and 
Functional Depreciation (due to Inadequacy or Obsolescence). 
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It is thought that there is a good case for the separate treatment of 
Inadequacy and sudden Obsolescence, on the ground that—in contrast to 
Physical Depreciation—these cannot accurately be estimated in advance. 
If this view is accepted, it must be realised that the Provisions made for 
depreciation do not include any provision for losses arising from Obsoles- 
cence and Inadequacy, and these factors must be provided for in some 
other way. 

According to the circumstances of the case, one or other of the follow- 
ing methods might be used :-— 

1. Charging the loss against accumulated profits, on the ground that 

those profits should bear a charge which, though evidenced sud- 
denly, has in reality been accruing (or becoming more and more 
imminent) whilst the profits were being earned. 
Charging the loss against Capital, on the ground that future 
periods will receive the benefit of the installation of improved or 
enlarged assets. When this course is followed, the accounts should 
clearly show the amount of the loss so dealt with, and, of course, 
that loss should be written off by charges against the future profits. 
Charging against current profits. This would seem to be unde- 
sirable, except in special circumstances, sincé it has the effect of 
placing a heavy burden on the current period, and, moreover, 
destroys the value for comparative purposes of the periodical state- 
ments of profit and loss. If so made, the charge should be sepa- 
rately shown in the accounts, and should not be lumped with or 
capable of confusion with the normal charge for Depreciation. 





Australian Mercantile Law 
By J. H. Trotter, Lv.B., A.1.C.A. 


(Continued from October issue) 


LAW OF CONTRACT (CONTINUED). 
GENUINENESS OF CONSENT. 


The basis of all contracts is agreement between two or more persons. 
When it is said that there must be genuine consent all that is meant 
is that a genuine agreement is essential. A transaction may possess the 
outward semblance of agreement in that offer and acceptance may agree 
in terms, yet the consent of the parties may be given in such circum- 
stances as to make it no real expression of their intention. In this respect 
we shall consider the following : 

Mistake. 

Fraud. 

Innocent Misrepresentations. 
Duress. 


Undue Influence. 
7 


MISTAKE. 

Mere mistake in its general sense does not vitiate a contract. If one 
party, by mistake, says one thing when he meant another, this alone will 
not prevent the formation of a valid contract. So also a mistake of law 
is not sufficient to avoid the contract since everyone is presumed to know 
the law. In order to affect the formation of a contract, the Mistake must 
be within one of the classes mentioned hereunder. 
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1. Mistake as to the Existence of the Subject Matter of the 
Contract. 

Mistake as to the existence of the thing contracted for will vitiate the 
contract. Thus, where a contract was made for the sale of a cargo of 
corn supposed by both parties to be on the high seas and the cargo had, 
in fact, before the date of the sale, become so heated that it was unloaded 
at an intermediate port and sold, it was held that the contract was void. 
This rule is given statutory form in relation to the sale of goods by 
the Sale of Goods Act which provides that “where there is a contract 
for the sale of specific goods and the goods, without the knowledge of 
the seller, have perished at the time when the contract was made, the 
contract is void.” But the rule is not limited to the sale of goods. Thus 
where a contract for the assignment of a policy of life insurance was 
made upon the basis of a belief, common to both parties, that the assured 
was alive, while he had in fact died before the contract was made, it 
was held that there was no valid contract. Mistake in this sense is some- 
times referred to as Mutual Mistake. In the cases cited, the mistake 
was mutual, but a mistake by one party only may, in certain circum- 
stances, vitiate the contract (see (3) Mistake of the Intention of one 
Party, and see also the principle incorporated in the Sale of Goods Act 
referred to above). 


2. Mistake as to the Identity of the Subject Matter of the Contract. 

If two things have the same name and one party intends to contract 
in relation to one of them while the other party intends to 
contract in reference to the other there is no contract. Thus where A 
agreed to buy from B cotton to arrive in England, ex “Peerless,” from 
Bombay and there were two ships “Peerless,” evidence was admitted 


to show that A meant one and B meant the other, and it was held that 
there was no contract. 


3. Mistake of the Intention of one Party Known to the Other Party. 
Agreement is esential to Contract. However, if one party misunder- 
stands a proposal of the other party he will nevertheless be bound if he 
assents and the other party does not know of his mistake. 
“If, whatever a man’s real intention may be, he so conducts him- 
self that a reasonable man would believe that he was assenting to 
the terms proposed by the other party, and that other party upon. 
that belief enters into a contract with him, the man thus conducting 
himself would be equally bound as if he intended to agree to the 
other party’s terms.” Smith v. Hughes, L.R.6 Q.B.p. 607. 
The contracting party must take care that the terms of the contract 
secure to him what he wants. “Caveat Emptor” is the general rule of 
the Law of Contracts. On the other hand, if the other party knows that 
the contracting party misunderstands the proposal or understands it in 
a materially different sense from that in which he makes or accepts it, 
there is no contract. 


We can best illustrate the proposition by an example :— 

A wants to dispose of his car and enters into a contract to sell the 
car to B. It is a second-hand car, a 1935 model. 

(a) A is not sure whether if is a 1935 or a 1936, but thinks it is a 
1935. B thinks it is a 1936. The contract is good. 

(5) B thinks it is a 1936. A knows that B thinks so, but he, A, 
knows it is a 1935. The contract is good. 

(c) B thinks it is a 1936 and thinks A is selling it as a 1936. A 
knows it is a 1935 but is not aware that B thinks he is selling it as 
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a 1936. The contract is still good. A is not aware that B mis- 
understands the nature of his offer. If B wants a 1936 he should 
say so. If he omits to make that clear, then it is his fault. Caveat 
emptor. 

(d) B thinks it is a 1936 and thinks that A is selling it as a 1936, 

and A knows that B thinks that he, A, is selling it as a 1936, ice., 

A is not selling it as a 1936 (he knows it is a 1935) but he knows 

that B thinks he is. There is no contract, since B understands the 

offer in a materially different sense from A, and A is aware of B's 

misapprehension. 

So also if a man made a bid at an auction for a lot of tow believing 
incorrectly that he was bidding for hemp and the auctioneer was not 
aware of the mistake, there would be a good contract, but it would be 
different if the auctioneer knew of the mistake. A further example is 
supplied by the following case :— 

A offered by letter to purchase certain land from B for £2,000. The 
offer was refused. B afterwards wrote a letter to A in which he said 
he would take £1,200. A accepted by return of post. Now A, in these 
circumstances, must have known that B was making an error and the 
Court on this ground refused to enforce the contract. 


4. Mistake as to Identity of the Other Party to the Contract. 

This type of mistake occurs when A contracts with B believing him to 
be X. It can only occur when the offerer has in mind a definite person 
whose personality is material to the contract. It cannot arise in the 
case of general offers which any one may accept or in such cases as 
_ Sales over the counter for cash. 

Two cases will illustrate the matter :— 

(a) A customarily dealt with B. He sent an order to B for some 
goods, but B, unknown to A, had sold his business. The successor 
in the business X received the order and supplied the goods without 
any notice to A that the business had changed hands. Now B owed 
A a certain amount which would have been set against the goods 
supplied. The personality of B was therefore very material. It 
was heid that there was no contract. 

(b) Blenkarn, by imitating the signature of a respectable firm 
named Blenkiron and writing from an address in the same street, 
fraudulently induced another firm A, to send goods to his address. 
The Court held that there was no contract. A intended to contract 
with the known firm of Blenkiron, not with the fraudulent Blen- 
karn. The identity of the other party was thus material. It would 
have been otherwise, however, if Blenkiron were unknown to A or 
if Blenkarn had merely used a fictitious name, for in that case there 
could have been only one party in contemplation, that is, the writer 
of the letter. 

When the party whose identity is mistaken is actually present in 
person when the contract is made, the other party cannot be said to have 
mistaken the person he was dealing with for there could be no doubt 
about that. Even if that person has fraudulently deceived him as to his 
identity the contract still is not within the principle and is not voided 
on the ground of mistake. It may well be voidable on the ground of 
fraud, but that is another matter. (We shall deal with Fraud in the next 
section). 

The distinction between void and voidable contracts is important. A 
voidable contract is valid until repudiated and will be effective to pass 
the property in the subject matter of the contract before it is so repu- 
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diated. A void contract on the other hand is a nullity and therefore can- 
not pass any property. 


5. Mistake as to the Nature of the Contract. 

This type of mistake is peculiar to written contracts. It is operative 

where a person is, by fraud, deceived not merely as to the contents of a 
document which he signs, but as to the essential character of the contract 
into which he is entering. Not even an innocent third person can obtain 
rights under such a contract. However, in the case of negotiable instru- 
ments, if the party signing is negligent, he is liable to an innocent third 
party who acquires rights under the instrument, 
EFFECT OF MISTAKE. Mistake, as described in the foregoing 
pages, vitiates the contract. No true contract comes into existence. It is 
void as from its beginning. Money paid thereunder may be recovered 
or if the contract is wholly or partly unperformed either party may 
repudiate it and successfully defend any action under it. 


MISREPRESENTATION. 

Misrepresentation may be either innocent or fraudulent, that is, it 
may be merely an honest mistake of the party making it, or a wilful 
and conscious falsehood intended to deceive the other party. In either 
case, i.e., whether the misrepresentation is innocent or fraudulent, the 
contract may be avoided. Where, however, the misrepresentation is 
fraudulent, it is also an actionable wrong — a tort — for which damages 
may be recovered. We shall deal firstly with the nature of Fraudulent 
Misrepresentation, then with the nature of Innocent Misrepresentation, 
and then ‘with the remedies in relation to each. 


FRAUDULENT MISREPRESENTATION. 

Frauaulent misrepresentation (or Fraud) which is both a ground for 
an action for damages and a vitiating element in refation to the forma- 
tion of contract exists when the following conditions are fulfilled: 

1. The representation must be a representation of a Fact. A mere 
statement of intention or opinion will not be sufficient. 
2. The representation must be false. A false representation may 
consist of a direct falsehood or a partial statement made in such 
a manner that the withholding of that which is not stated makes 
that which is stated false. 
3. The party making the representation must make it either: 

(a) knowing it is false, or 

(b) without belief in its truth, or 

(c) recklessly without caring whether it is true or false. 
4. The party making the misrepresentation must make it in such 
circumstances as show that he intended the other party to act 
on it. Thus where A had purchased shares in the market from 
the holders thereof in reliance on a fraudulent prospectus issued 
by the directors of a company, it was held that A had no cause 
of action against the directors for damages for fraud, since the 
purpose of the prospectus was to induce applications for shares to 
the Company itself and not to induce the purchase from share- 
holders of shares already issued. If persons to whom the prospectus 
was not addressed chose to rely and act upon it, they did so at their 
own risk. 
5. The misrepresentation must be material, that is, it must actually 
be an inducement to the other party to make the contract. Thus, if 
at the time he made the contract the other party did not know of 
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the misrepresentation or knew of it but did not believe it or, if he 
knew of it and believed it, it had no effect on his mind as an inducing 
cause of the contract, such misrepresentation cannot constitute 
fraud. 
6. The misrepresentation must in fact have been acted upon. 
7. The person claiming must have suffered damage. 
In order to constitute actionable fraud for which damages may be 
recovered, all the above elements must be present. However, as stated 
above, fraud is like innocent misrepresentation, a vitiating element in a 
contract. If it is sought only to avoid the contract the first, second, 
fourth, fifth and sixth elements only are essential. 


INNOCENT MISREPRESENTATION. 

An innocent misrepresentation is a representation which is false but 
which is honestly made. It makes a contract which it induces voidable 
at the option of the other party. The first, second, fourth, fifth and 
sixth elements referred to above as necessary to fraud are essential 
also to the rescission of a contract on the ground of innocent misrepresen- 
tation. 

Mere non-disclosure unless it amounts to an actual misrepresentation 
(see second element above) is not sufficient ground for avoiding a 
contract. Non-disclosure may, however, amount to an actual misrepre- 
sentation, where a representation is allowed to continue having its 
effect after it is known to have become false. Thus, during negotiations 
for the sale of a doctor’s practice, representations, true at the time, 
were made to the intending purchaser as to the takings of the practice. 
Afterwards, but before the contract was signed, the takings went off 
considerably. The purchaser was not told of this. It was held that the 
purchaser was entitled to rescind the contract. 


REMEDIES. 


1. RESCISSION. When a person has been induced to enter into a 
contract by a misrepresentation, innocent or fraudulent, he may either— 
(a) at his option, avoid the contract and, if he elects to avoid, he 
may successfully defend any action to enforce the contract 

against him; or 

(b) He may take steps to get the contract cancelled by the Court ; or 

(c) He may affirm the contract, that is, elect to be bound thereby— 

The option to affirm or avoid the contract will be lost in certain events :— 

(a) After becoming aware of the misrepresentation he may 
expressly or impliedly affirm the contract. He will then be 
bound by it. 

(6) When a party exercises his option to rescind, he must be in 

such a position as to be able to put the parties into their 
original state before the contract. Thus a shareholder who has 
been induced to take shares by false statements in a prospectus 
cannot avoid his contract if he waits until a petition for the 
winding up of the company has been filed. It is thus important 
for the party seeking to avoid the contract to take action 
before restoration of the parties to their former position 
becomes impossible. 
Third parties may bona fide and for value acquire valid pro- 
prietary rights in goods obtained under the contract before it 
is avoided. This limits the right to rescind since rescission, as 
already stated (in (b)), is only possible when the parties can 
be restored to their former state. 
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2. DAMAGES. This applies only in the case of a fraudulent mis- 
representation. The injured party, whether he affirms the contract or 
avoids it, may bring an action for damages for the tort of the Deceit. 


MISREPRESENTATION — SPECIAL CASES. 


There are three exceptions to the rule that damages may not be 
recovered for an innocent misrepresentation— 

(1) The first is rather an apparent than a real exception. Where a 
representation is made in such circumstances that it may be taken to be 
a vital term of the contract, i.e., an undertaking that a certain fact is 
true, then damages may be recovered for the breach of that term 
of the contract if it is untrue. If the term is construed as a condition, 
i.e., vital to the existence of the contract as going to its very substance, 
the contract may be avoided and damages recovered for the breach. 

(2) Where an agent honestly believing he has authority purports to 
act for a person from whom he has no authority, he may be sued for 
breach of a “warranty of authority” by any person who contracts with 
him on the basis of that authority and thereby suffers damage. 

(3) Under the Companies Acts damages may be recovered for mis- 
statements in a prospectus. 


ConTrRAcTS “UBERRIMAE Fiper” — NON-DISCLOSURE. 

As previously stated, mere non-disclosure by one party does not give a 
right to the other party to avoid the contract. This rule, however, is 
subject to an exception in the case of contracts “uberrimae fidei’’ (con- 
tracts of the utmost good faith). In such contracts there is in addition 
to the ordinary duty of avoiding positive misrepresentation, fraudulent 
or otherwise, the special positive duty to disclose all material facts. 
This duty arises from the nature of these contracts in that one party 
is presumed to have means of knowledge not accessible to the other. 
These contracts are :— 

1. Contracts of Insurance. (Marine, Life, Fire and other insur- 
ances). Thus a person who had effected a life insurance policy 
had been asked and had answered questions as follows :— 


Has a proposal ever been made 


on your life at other offices? If Sel ane ts ton ite ot 


so, where? \ . . 
Rags ; + £16,000 at ordinary rates. Poli- 
Was it accepted at the ordinary | cies effected last year. 


premium or at an _ increased 
premium or declined? 

Actually the insured had sttemened to increase his insurance at 
one of the offices at which he was already insured and to effect further 
insurances at other offices. In all cases he had been refused. Thus, 
although he had not actually made a false statement, the contract was 
set aside because of the non-disclosure of material facts. 

2. Contracts for family Settlements. 

3. Contracts for the allotment of Shares in Companies. The law 
imposes a strict duty in relation to Company prospectuses invit- 
ing share subscriptions. Although there is not the same duty 
of non-disclosure as in the case of contracts of insurance, 
those who issue a prospectus are bound to state everything with 
strict and scrupulous accuracy. On the other hand, a mere 
omission will not be grounds for rescission of a contract for 
shares unless the omission makes what is stated actually mis- 
leading. 


’ 
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4. Contracts for the sale of land. These are not strictly contracts 
uberrimae fidei, but a vendor must disclose every material defect 
in his title. The purchaser cannot be forced to accept a defective 
title. 

5. Contracts of Suretyship. These are contracts uberrimae fidei only 
in those exceptional cases where the contract has those characteris- 
tics which occur normally in a contract of insurance, i.e., where 
the creditor rather than the surety has peculiar knowledge not 
available to the other and must be considered as taking the risk 
in relation thereto. 

6. Contract of Partnership. In partnership, once the partnership 
is formed, the partners are bound to exercise the utmost good 
faith in their dealings with one another and therefore partner- 
ship contracts are to this extent similar to contracts uberrimae 
fidei. 

DuRESs. 

Duress is actual or threatened violence or imprisonment to the® party 
or his parent, wife or child. A contract is voidable at the option of the 
party entering into it under duress. The violence or imprisonment or 
the threat thereof may be by the other party to the contract or by 
someone else acting with his knowledge and for his advantage. 

The following is an illustrative case. A father was induced to sign 
promissory notes under a threat that otherwise certain criminal charges 
would be taken against his son. It was held that the threat amounted 
to duress and that the father could avoid payment on the notes. 


UnpbvuE INFLUENCE. 

Whenever one party to a contract procures another to enter into the 
contract by so dominating his mind as to prevent him from exercising 
a free discretion, the contract is said to have been procured by “undue 
influence” and that other is entitled to avoid the contract, since it was 
not his free voluntary act. 

1. Where the following relationships exist, there is a presumption of 
the existence of a dominating influence by the one over the mind of the 
other; and the onus of proving that such influence does not exist is on 
the party denying it: 

(a) Parent and Child 

(6) Guardian and Ward 

(c) Spiritual advisor and adherent 
(d) Trustee and cestui que trust 
(e) Solicitor and Client 

(f) Physician and Patient 

The presumption does not arise in the case of husband and wife. 
Where none of these special relationships exist the relationship of 
influence is not presumed and the person alleging undue influence must, 
in order to raise the presumption, prove the relationship of influence, 
in fact, existed. The presumption of influence would, for example, be 
raised if it were proved that, a person being in financial distress or 
embarrassed in the management of his affairs through mental or physical 
weakness, another person assumed the responsibility of advising him 
in the management of his affairs. 

Where a relation of influence is established the person dominating 
the mind of the other must show that any benefit he received as the 
result of any gift from or transaction with the weaker party was not 
obtained by taking advantage of his position; otherwise the weaker 








to : 
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rty ‘may avoid the transaction. In order to rebut the presumption of 
influence, the dominating party’ must show that, in respect of the 
transaction in question, he has placed “‘at arms length” the party placing 
confidence in him, and has furnished with him all the relevant know- 
ledge he possessed. 

2. In other cases, as for instance in relation to a particular transaction, 
where a relation of influence does not exist between the parties, the 
party alleging undue influence must prove such influence specifically. 

It must be further stated that the right to relief against a transaction 
procured by undue influence may be barred :— 

(a) by confirmation with full knowledge, if not produced by the 
influence; or 
(b) by unreasonable delay after the cessation of the influence. 





The Teaching of Accountancy 
By L. GotpsBerc, M.Com., A.1.C.A. 


III. THe THeoreticAL BACKGROUND For TEACHING ACCOUNTANCY 

During recent years an increasing amount of attention has been 
directed, particularly in the U.S.A., towards the fundamental concepts 
of accounting, with the result that there now exists a considerable body 
of basic theory which must be appreciated if accounting is to be either 
taught or practised with any degree of intellectual satisfaction. These 
concepts have been subjected to a searching examination which has 
provided a clearer definition of the conventional and doctrinal character 
of accounting practices and procedures. 

A distinction has been drawn (see for example S. Gilman: Accounting 
Concepts of Profit) between: 

(a) conventions of accounting, 

(b) doctrines or policies operating in accounting, and 

(c) rules or standards adopted in accounting procedure. 

The basic conventions of accounting are propositions which are 
generally but often implicitly agreed to be applicable within the field of 
accounting. Although they are, when expressed as postulates, recognisable 
as being basic to accounting procedure, they are often subject to modifica- 
tions in practice ; so that although notionally they are universally applicable 
in accounting they are not all in fact universally applied. 

In addition to the basic conventions there are several secondary con- 
ventions which have notional and practical application within restricted 
spheres and in limited circumstances. 

The basic conventions which we shall briefly examine are: 

(a) the historical record convention ; 

(b) the entity convention ; 

(c) the monetary or valuation convention ; 

(d) the continuity or going-concern convention ; 

(e) the accounting period convention. 


The Historical Record Convention 
We have seen that recording is one of the basic functions of accounting ; 
let us now examine more rigidly the subject-matter of accounting records. 
It is generally agreed that the accounting process records or purports 
to record events as at the dates at which they occurred. This is the con- 
vention which is implied in the recording process. 
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Broadly, this proposition is undoubtedly true. The purchase amd sale 
of goods, the payment of wages or rent, the allowance of discount, the 
acquisition of an asset, the incurring of a liability, are events which in 
fact take place on specific dates and can be so recorded. But there are 
many instances in which the “events” which the accounting process 
records are not objective, verifiable facts occurring on specific dates but 
rather expressions of opinion or policy. The acquisition of a fixed asset 
is an objective, verifiable fact ; the allocation of its cost over a number of 
accounting periods gives effect to an estimate which is fundamentally 
a subjective process since it is based upon a forecast of future events. 
The sale of goods at a certain price is a fact; but the present realisation 
value of debts owing as the result of sales may be discounted because 
of anticipated inability to collect all of them in full. A provision for 
doubtful debts or discount may be*created as a safeguard against this 
possibility; it may even be made a direct charge against sales; but 
immediately this is done we cease to confine our objective to accounting 
for facts and begin to account for estimates. In these cases the historical 
record convention has super-imposed upon it another basic convention— 
the accounting period convention—with its accompanying objective of 
matching charges for a particular period with the income of that period. 

The amount paid for factory lighting may be an objective, verifiable 
fact; but when we attempt to apportion this amount over the products 
of the factory we leave the boundaries of fact and enter the territory 
of opinion and estimate. Thus any figure of “actual cost” of a product 
less than the whole output of an accounting unit is a mixture of fact 
and estimate. In this cast the historical record convention is modified 
in practice by the secondary convention that each unit of output can be 
made to carry its appropriate proportion of all costs of production. 

Hence the events which are recorded in the accounting process are 
not all objective, verifiable facts; they are a mixture of such facts and 
subjective estimates or forecasts. The criterion of these events is that 
they should be measurable — so long as they are measurable in terms of 
the unit adopted in the accounting process they can be recorded for 
accounting purposes. And measurements of subjective estimates are 
recorded in the same way as measurements of objective facts. 


The events which are recorded in accounting fall into two categories: 

(a) external transactions — dealings with other accounting entities — 
which are always measurable and accountable as objective, veri- 
fiable facts; and 

(b) internal operations — taking place within the accounting entity 
itself — which are, for the most part, but not entirely, accountable 
as subjective appraisals. 


Thus the purchase of goods, the incurring of a liability for factory 
power and the payment of wages are external transactions involving 
dealings with creditors and employees, whereas the modification of raw 
materials into finished products is an internal operation ; and the allocation 
of the costs of materials, power or wages to units of output involves a 
series of subjective appraisals which cannot be accounted for except upon 
a basis of estimate and approximation. Consider, for example, the 
difficulties of determining the cost of materials used in a productive 
process. Several methods of charging materials have been suggested, 
none of them claiming universal approbation, e.g., first-in-first-out, 
last-in-first-out, average cost, highest cost, first, market value, standard 
cost, and so on. 
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Again, the sale of goods and the collectton of cash resources from 
debtors are objective, verifiable facts, but the assessment of a provision 
for doubtful debts or a provision for discount allowable is a subjective 
estimate — an internal operation not affecting the debtors concerned. * 

Further, the very basis of standard costs is a modification of the 
historical record convention. 

But not all internal operations are the subject of mere estimate. For 
example, the cost of goods transferred to a branch may be capable 
of precise determination; it is, for our present purposes, an objective, 
verifiable fact. 

Despite the approximate nature of some of the measurements involved 
in assessing internal operations they are assumed for recording purposes 
to be accountable as precisely as exterrial transactions. 

It is important, however, to recognise that much of our recording 
only purports to be historical; unless*we recognise this we run the very 
serious danger of emphasising as facts what are essentially estimates 
and opinions. In other words, it is important to realise the limitations 
in the recording process which the postulation of this convention brings 
to light. 


The Entity Convention 

Another basic convention in accounting is the postulate that any enter- 
prise for which financial records may be maintained acquires a distinct 
accounting personality ——it is an accounting entity distinct from its 
proprietor or proprietors, or management, or debtors or creditors, or 
any other “factual” persons; its dealings with them may be the subject 
of the recording process. 

The concept of an incorporated company as an artificial person —a 
distinct legal entity entering into transactions and carrying out opera- 
tions in its own right —is a familiar one. This “personality” is conferred 
in law by compliance with certain legal requirements; the company’s 
seal is the legal evidence of its existence. 

In accounting, any enterprise, whatever its legal status, may be 
endowed with a corresponding personality. This means that a social 
or a sporting club or the business of a sole trader or of a partnership 
is regarded, equally with a duly incorporated company, as a distinct 
accounting enterprise, that is, an enterprise for which double entry 
records may be kept. 

A retailer, for example, has, through the medium of his business, 
dealings with (say) wholesale stores on the one hand and his customers 
on the other. But under the operation of the entity convention we regard 
the business as entering into these transactions rather than the pro- 
prietor. For he may well have other interests —he may own a farm 
or carry on a manufacturing business. Each of these interests is 
distinct from the others and each is distinct from the owner; each is 
an accounting entity for which a separate set of accounting records 
would be required in order to account to the owner for his investment 
in it and for the resources derived by it from others through its 
ordinary activities. This accounting for resources constitutes the financial 
objective which is the test of an accounting entity. 

Some social units have no financial objective and no financial dealings 
whatever. For example, a group of people may meet regularly with a 
common social objective without any monetary contributions towards a 
common fund. So long as its activities are restricted to non-financial 
dealings, such as (say) debates and discussions, it could not be an 





468 THE AUSTRALIAN ACCOUNTANT NOV, 


accounting entity because it has no financial objective, but it would 
become one immediately a decision were made to collect subscriptions 
from or make levies on the members. 

* In some cases, too, the financial objective is so weak that no accounting 
records are deemed necessary or desirable — but this does not remove 
the unit from the field of accounting entities, for records to account for 
this objective are capable of introduction and it is the possibility of 
accounting rather than the fact of ‘recording which is the essence of 
an accounting entity. . 


The Monetary or Valuation Convention 

It is necessary, in carrying out the functions of accounting, to adopt 
a convenient unit of measurement, and by general consent the unit 
adopted is the money of account of the community in which the account- 
ing entity operates. The use of this unit enables transactions and opera- 
tions to be expressed in a uniform manner suitable for the operation 
of the accounting processes. 

But although a uniform means of expression is applied to the varied 
transactions and operations of an enterprise, its use does not remove 
the intrinsic and characteristic variety. By applying a common measure 
to different kinds of services we can arrive at results in terms of the 
measure — but that is as far as we can at present go. 

There are two matters of difficulty and limitation. In the first place 
we cafnot make non-homogenous transactions or operations homo- 
geneous by mere application of a statistical unit. And secondly the unit 
adopted is not under present economic conditions a uniformly or per- 
manently stable one or even-a uniformly unstable one — it is subject to 
oscillations and variations which cannot themselves be accurately 
measured because of the variety of events which are affected and because 
so to measure them it would be necessary to have a more basic and 
stable unit by which to measure, and this has not yet been found —at 
least to widespread satisfaction. 

Of course, this is merely another way of saying that the monetary 
unit is not an absolute but a relative basis for measurement. This notion 
is familiar to all who have made the most elementary study of 
economics. But in the recording process the unit is used as an absolute — 
that is, it is presumed to have a constant intrinsic value — and unless we 
bear its limitations in mind when we are dealing with the interpretative 
and analytical functions we are apt to arrive at misleading conclusions. 

This means that supplementary records are often necessary in a 
particular enterprise to provide information not afforded by the financial 
records. Thus we get stock records on a quantity basis, plant and 
equipment registers recording physical units, statistical records of quan- 
tity output or sales, showing results per employee, per department, per 
factory, per. branch, and so on. 

The monetary convention, although it is necessarily adopted as a basic 
element in accounting procedures, thus carries with it serious limitations, 
the removal of which lies at present outside the scope of accounting; 
they must, nevertheless, be kept in view, particularly when the interpre- 
tative function of accounting is being exercised. 


The Continuity or Going Concern Convention 

The accounting processes are normally based on the postulate that 
the activities of an enterprise are conducted in a continuous flow and 
that its future existence can be assumed, that it is, in other words, 2 
“going concern.” 
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The implications of this convention are highly important. It means, 
for example, that a balance sheet prepared to show the assets and 
liabilities of an enterprise at a particular date is not primarily or tech- 
nically a valuation statement; that is, it should not be regarded as 
necessarily indicating currently realisable values of long-term assets 
(whether tangible or intangible) or even of trading stocks. On the 
contrary it is or should be considered as a statement prepared to show 
the sources from which financial resources have been derived and the 
manner in which those resources have been invested. Thus the amount 
of a fixed asset in a balance sheet would reflect its unamortised cost— 
that is, that portion of its original cost which remains, on the basis 
of a careful estimate of its operating life,.to be charged against future 
operating periods (represented technically by original cost less the 
cumulative provision for depreciation)—while trading stocks would be 
shown at cost. 

But the convention, although generally recognised, is often modified 
in practice. In the first place, it is renounced altogether when the ter- 
mination of an enterprise is positively envisaged; when bankruptcy or 
liquidation procedure is imminent or threatened a “statement of affairs” 
is prepared which shows not amounts representing “going concern” 
values but values which assets are expected to realise on disposal and 
values at which liabilities are expected to rank. 

And secondly, even when there is no suggestion of a termination of 
operations it is often modified by the super-imposition of the policy of 
so-called conservatism which means in effect under-statement of assets, 
by such means as incorporating stocks at market or replacement values 
if these are lower than cost, or charging a greater proportion of fixed 


asset cost to current periods than is warranted by the estimated 
effective life. 


The Accounting Period Convention 

The continuity of financial activities of an enterprise has the corollary 
that its financial result cannot be fully or accurately determined before 
it finally ceases te operate. That is, it is only by a comparison between 
the original proprietary investment and the final proprietary distribu- 
tion (after allowing for interim withdrawals or supplementary invest- 
ments) that the profitability or otherwise of an enterprise can be deter- 
mined. But this life period of an accounting entity is conventionally 
accepted as being divisable into a number of accounting periods of 
more or less equal length. 

There are several powerful forces in modern economic life which 
enforce recognition and acceptance of this convention. Fiscal require- 
ments (such as annual income tax), statutory requirements (such as 
those under the companies acts) and parliamentary control of govern- 
mental finance through annual appropriations have strengthened custom 
and tradition to such an extent that nowadays if even a small social 
club does not present to its members an annual financial statement of 
some sort—even thotgh it be incomprehensible to the majority of its 
readers—its executive body is likely to be regarded with suspicion. 

We must, however, recognise that the selection of a balancing day is 
an arbitrary interruption of the continuous flow of transactions and 
operations. Income and expenses do not stand still on the 30th June; 
even if it were made a complete business holiday certain expenses (or 
income) such as rent, insurance, interest and so on would accrue during 
the day. In the continuous flow of enterprise activity “the introduction 
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of arbitrary balance dates functions, as it were, as a meter recording 
the extent of the flow from one selected point in time to the next.” 

Each accounting period is adopted as a unit of activity in terms of 
which an attempt is made to measure costs and income—this is the 
‘procedure which has come to be known as the matching of costs with 
income; and it is this procedure which has given rise ‘to many of the 
most acute problems of accounting—problems of accrual accounting, 
valuation of assets, anticipation of losses in income realisation, spread 
of fixed asset costs, the distinction between “capital” and “revenue,” 
and so on. 

But widespread as the adoption of this convention may be, it may 
in particular circumstances be modified or at least be supplemented by 
other considerations. For example, in consignment accounting the 
occurrence of a balance date is clearly recognised as an arbitrary inter- 
ruption to the operation of the venture, and while a profit or loss up to 
balance date is ascertained, the accounting for the venture is resumed 
immediately afterwards. Venture accounting cuts across the accounting 
period. Again, in adopting a job costing or process costing basis of 
recording a corresponding departure from the purely temporal unit of 
activity 1s apparent. 

In addition to these conventions, there are several doctrines or 
policies which, although not fundamental or indeed peculiar to account- 
ing, have nevertheless very important effects on accounting procedure 
and practice. The word “doctrine” as used in this connection has the 
connotation of a postulate which although perhaps widely accepted by 
accountants is not axiomatic or inherent in accounting, but rather 
imposed on accounting through external influence. 

The doctrines to be considered here are: 

(a) the doctrine of conservatism ; 
(b) the doctrine of consistency ; 
(c) the doctrine of disclosure. 


The Doctrine of Conservatism, 

This doctrine has already been mentioned incidentally as a factor 
modifying the application of the continuity convention. It can be, and 
has been, postulated in various forms. It may take the form of an 
advocacy of charging expected losses before they are in fact incurred, 
as in the valuation of trading stocks on the basis of the lower of cost 
or market value, or of understating profits by charging fixed asset 
costs as expenses within the period of estimated operating life, or of 
writing off intangible assets as quickly as possible, or of building up 
large reserves instead of distributing profits in the form of dividends, 
or of charging “capital” expenditarre to current revenue, and so on. Its 
influence has become so widespread that it has become almost a tradi- 
tional policy ; legal decisions emphasising the necessity to preserve capital 
investment intact have over a lengthy period imposed responsibilities 
upon accountants and business men who, in making sure of meeting 
them, have often tended to subordinate the functions of accounting to 
the external dictates of non-accounting policy. It is, however, important 
that it should at least be recognised as one of the external influences 
upon accounting practice. 

Since a policy of conservatism, as it is currently interpreted in 
accounting procedure, involves understatement of asset values, its 
application conflicts with the continuity convention wherever it results 
in the reduction of such asset values to a figure which is much below 
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their “going concern” value. This is evident when long-term assets 
are written down excessively—perhaps to purely nominal amounts— 
and when such assets as trading stocks are grossly written down under 
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the the “cost or market” rule. 
‘ith It also conflicts with the objective of the periodic matching of costs 


the with income (which is one of the principal accounting aims arising out 
of the accounting period convention) because it charges certain periods 


= with costs which are not truly relevant to them. It has the effect of 

ie” distorting operating results and reducing the value of accounting reports 
: for comparative purposes. 

ray The application of such a policy of conservatism ultimately stultifies 
by itself because a period of understatement of earnings must be followed 
the sooner Or later by a period of overstatement. For example, if an asset 

om is over-depreciated in the early stages of its use, with consequent 


understatement of profit, a stage will be reached when the asset will 
wl be in use and making its full contribution towards profit, although there 
will be little or no monetary value attaching to it in the accounting 








‘a records; that is, the later stages of its use will be unduly relieved of 
of charges for depreciation, with a consequent overstatement of profit. 

Again, understatement of the value of stock on hand at the close 
al of an accounting period obviously involves understatement of the stock 
~ on hand at the beginning of the next period, and, while in the earlier 
wel period a loss on realisation is “anticipated” and taken into account, in 
the the latter period the difference between sales and the written-down 
be value of the stock sold results in a spurious profit on realisation. The 
wae results of the two periods are not really comparable. 

The Doctrine of Consistency 

Conservatism also conflicts with the consistent application of account- 
ing procedures. 

The significance of the accounting reports of an enterprise is lost 
unless the information they contain is strictly comparable from period 
to period ; and umless the accounting procedures and methods adopted in 

tor recording and reporting remain unaltered from period to period, this 
ind comparability is destroyed. Hence, for the exercise of the interpretative 
an function in particular it is important that a policy of consistent applica- 
ed, tion of the aecounting processes and consistent adherence to accounting 
ost conventions should be followed in carrying out the recording and report- 
set ing functions. 
of This pre-supposes a certain degree of stability in the accounting 
up requirements, but the application of consistency as a doctrine does not 
ds, mean the elimination of all change in accounting procedures. However, 
Its if an accounting system has been intelligently and properly designed at 
di- its inception it should be capable of expansion to meet any reasonable 
tal needs without distortion or inconsistency in its reporting results. Hence 
ies the desirability of consistency emphasises the necessity for the utmost 
ng care in the designing function of accounting. The requirements of the 
to particular enterprise must be carefully considered and the accounting 
nt system designed to fit them; a grave danger of inadequacy is run if it 
es is attempted to make the conduct of an enterprise fit a pre-conceived 
accounting system — ultimately, inconsistency would arise when it is 
in found necessary to alter the system. Adherence to a policy of con- 
its sistency in application is not the same as regimentation of activity 
Its to accounting requirements. 





Consistency should be applied to the accounting methods and reports, 
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not only of an individual accounting enterprise, but also of a group Val 
of affiliated enterprises such as a holding company and its subsidiaries, 
Further, the value of uniform accounting for enterprises within any 
section of industry or trade depends on consistent treatment of transac- 
tions and operations by each of the enterprises concerned. ( 
In general, the effect of consistency has been to improve accounting - 
reports to such an extent that it is considered by some accounting C 
authorities that it should become “the dominating accounting policy, and 
that its observance will do much to place accounting upon a logical 
rather than a pragmatic basis.” ‘ B 
The Doctrine of Disclosure a 


The application of consistent accounting methods will not remedy § first 
distortion of results arising from inconsistency in factors lying outside § of t 
the field of accounting itself, such as variations in business policies or § Mat 
fluctuations in prices. This is a limitation of accounting which must be § emp 
recognised—although accounting may assist in the diagnosis of business § and 


and financial illnesses it is not in itself a cure for those whose origins § “Ac 
lie outside the field of accounting application. Ir 

But a policy of disclosure can be applied to bring such factors to the § to-n 
knowledge of those who may be affected by them. In the exercise of the (; 





reporting function there should be a submission to interested parties of § com 
all the information relating to an enterprise which is relevant in affecting § tent 


their judgment in their dealings in connection with it. absc 

This doctrine of disclosure of relevant information has been the § fetr 
influence behind many of the amendments to our Companies Acts, which V 
have revealed a tendency towards making the periodical reports of § chai 
public companies more informative. fir 


A policy of conservative understatement often ‘conflicts with the 
doctrine of disclosure. As Gilman remarks, “the theory that  stock- 
holders should be protected against their own rapacity by telling them 
untruths about their corporation’s condition is obviously opposed by the 
doctrine of disclosure.” The greater the extent of application of this 
doctrine of disclosure the less is the opportunity for improper and 
fraudulent imposition upon the investing public and the community in 
general. The current tendency, indeed, is towards greater disclosure 
and, while there is still plenty of room for improvement itr the account- 
ing reports of public companies, it is clear that the reports of many - 
of them in recent years have undoubtedly been fuller and better 
arranged than formerly. 

Of the doctrines here briefly discussed it will be apparent that those 
of consistency and disclosure are more compatible than that of con- ( 
servatism with the conventions and basic functions of accounting. While 


conservatism has had, and still has, a great influence upon the account- _ 
ing processes, it seems likely that consistency and disclosure will in- that 
crease in their importance as social factors affecting the exercise of secs 
accounting functions. pro: 

The few conventions and doctrines which have been considered do V 
not by any means comprise all the postulates upon which the functions alth 
of accounting operate in practice; they represent only some of the valu 
more important. And it is not suggested that all of these conventions pow 
and doctrines should form part of the syllabus of an elementary course a p 
in accounting. But it is seriously submitted that they form an essential 1. 


part of the theoretical background which the teacher of accountancy 
should possess if he aims at teaching his subject as a logical study. 





So 
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Valuation of Goodwill and its Treatment in Accounts 
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any 

7 (Being a Commonwealth Institute of Accountants Research Lecture 

‘ing delivered in the Canberra University College on Monday, the 14th 

ing October, 1946; and in the Hobart University on Monday, the 21st 
October, 1946.) 

and 

ical INTRODUCTORY COMMENTS. 


Before proceeding to to-night’s discussion on the valuation of goodwill 
end its treatment in accounts I propose to refer briefly to some of the 
conclusions which were reached in my previous two lectures, in the 
edy § first of which I dealt with the theory underlying the proper construction 
side § of the periodic revenue account of an enterprise under the title of “The 
; or § Matching of Costs and Incomes” (1), and in the second, the theory 
‘be § employed by accountants in distinguishing and separating the income 
1ess §f and capital elements of enterprise transactions under the title of 
rins § “Accounting Concepts of Capital and Income.” (2) 

In summarised form, to the extent to which they are relevant to 

the § to-night’s paper these conclusions were :— 

the (a) That the periodic net profit or net loss of an enterprise, as 

| of conventionally reported in the annual revenue account, was, at best, a 

‘ing § tentative estimate and the result disclosed should be regarded, not as an 
absolute fact, but rather as an indication of financial progress or 

the § retrogression within fairly wide limits. 

lich We observed two principal reasons contributing to the tentative 


of character of the periodic revenue account. These were :— 
firstly, the difficulty experienced in practice of establishing a positive 





the and accurate financial relationship between costs incurred on the 
k one hand and reported earnings brought to account during the 
CK period under review on the other hand. 
lem It was seen that at balance date difficult problems arose incidental 
the to the allocation of transactions then in process, (such as 
his materials in the course of manufacture and finished goods bought 
for re-sale but still on hand) and expenditures conferring a long 
and term benefit on the business (such as costs invested in plant and 
In buildings) to particular periods of time. These difficulties of 
ure allocation, of necessity, had to be resolved in practice by a 


ot process of estimation in which there was scope for a wide margin 
of error; and 

any secondly, the notorious conservatism of management in its attitude towards 

ter the full public disclosure of information relating to the finances of 

business, this conservative attitude being reflected in the tendency 

to understate reported annual net profits by the creation of inner 


a or secret reserves, 
‘ile (b) That earning power had become the dominant factor in deter- 
a mining the economic value of an enterprise or, as Paton puts it—‘the 
rod enterprise, a conglomerate of facilities, has no value in itself except 

f that which flows from its power to earn; the valuation of an enterprise 
. accordingly is essentially the problem of estimating and discounting 

prospective enterprise income.” (3) P 

do We therefore start on to-night’s discussion with the background that 
ms although earning power plays such a significant part in measuring the 
the value of an enterprise which is a going concern, the index of earning 
mms power, namely, the annual revenue account, in many cases is by no means 
rse a perfect or exact standard of measurement. 
ial 1. The Australian Accountant, Vol. XV, p. 101. 
icy . 2. Accountant, Vol. XVI, ,P- 66. : 7a 

. uation of the Business Enterprise,”” Accounting Review, Vol. XI, p. 26. 
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The valuation of goodwill and its treatment in accounts provide one of 
the most controversial fields of accounting theory and practice; a field 
in which much research still remains to be undertaken with a view to 
reconciling conflicting theories and in which practice follows no set 
rules. Where the accountant is called upon to value the goodwill of an 
enterprise he is required to exercise the highest qualities of professional 
judgment and skill. He is no longer dealing with historical records for 
the verification of which he can obtain, in most cases, objective evidence; 
he is working largely in the realm of conjecture and is being asked to 
express an opinion with respect to the future prospects of an enterprise, 
an opinion which he must form, as we shall see in this paper, with very 
little factual evidence to guide him. 

Earning power has become the dominant factor in determining the 
economic value of an enterprise. Let us keep this fact firmly in our 
minds as we consider the methods by which the goodwill of an enterprise 
should be valued. 


THe MEANING OF THE TERM “GOODWILL.” 

But before discussing the mechanics of the several processes which 
have been developed fot measuring the value of goodwill it will be 
helpful, and indeed it is necessary, that some consideration be given to 
the meaning of the term “goodwill” as used in the language of 
accountancy. . 

In 1897, Lawrence R. Dicksee wrote:—“many definitions have been 
given of goodwill, most of which are more or less satisfactory, but all 
more or less incomplete.” (4) A few years later, in 1901, Lord Mac- 
naghten supplied the reason for this when he said :—“what is goodwill? 
It is a thing very easy to describe, very difficult to define.” (5) Since 
these views were expressed further definitions of the term “goodwill” 
have been added by judges and text-writers to the already formidable list. 
We have not yet produced a universally accepted all-purpose definition. 
It is unlikely that we shall do so for the reason given by Dr. Stevens 
when he said :—“it is obvious that no general definition of goodwill can 
be satisfactory, just as no general definition of the words ‘practice’ and 
‘business’ can suffice to meet every case.” (6) 

Professor Canning, an American economist and accountant, in more 
recent years reviewed the literature dealing with the subject of goodwill, 
and, having done so, was constrained to sound the following discouraging 
note :—“accountants, writers on accounting, economists, engineers and 
the courts have all tried their hands at defining goodwill, at discussing its 
nature and at proposing means of valuing it. The most striking charac- 
teristic of this immense amount of writing is the number and variety of 
disagreements reached.” (7) 

From the foregoing comments it is obvious that no useful purpose 
could be served in to-night’s paper by cataloguing and attempting to 
reconcile and explain the long list of definitions supplied by eminent 
authorities who have written on this subject. I prefer to adopt Dr. 
Stevens’ opinion that no general definition of goodwill can be satisfactory. 

However we do need some sort of general description of goodwill to 
act as the boundary limits of this paper, and to that end I propose to 
submit the following definitions which I think will serve that purpose :— 


(a) Per Lord Macnaghten . 
“Goodwill is the benefit and advantage of the good name, repu- 
tation and connection of a business. It is the attractive force 
. Goodwill and its Treatment in Accounts, p. 1. 
. Inland Revenue Commissioners v. Muller Ltd. (1901) A.C. 217. 


. Introductory chapter to Dicksee’s Goodwill and its Treatment in Accounts, p. vii. 
. The E ics of A tancy, p. 38. 
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which brings in custom. It is the one thing which distinguishes 
an old-established business from a new business at its first start 
. .. Goodwill is composed of a variety of elements. It differs in its 
composition in different trades and in different businesses in the 
same trade. One element may preponderate here, and another 
there.” (8) 


Per Greendlinger 

“Goodwill has been defined as that intangible quality of patronage 
which attaches to an established business and is presumed to 
attach to it irrespective of any change of ownership. A better 
definition, perhaps, would be that goodwill represents the present 
worth or capitalized value of the estimated future earnings of an 
established enterprise in excess of the normal results that it 
might be reasonably assumed, would be realized by a similar under- 
taking established anew.” (9) 


Per Seed 

“Goodwill is the advantage which arises from the good name, 
reputation and connection of a business; alternatively, the benefit 
which accrues to the owner of a business from the likelihood that 
such business will earn, in the future, profits in excess of those 
required to provide an economic rate of remuneration for the 
capital and labour employed therein.” (10) 


Per Leake 

“Commercial goodwill is the right which grows out of all kinds 
of past effort in seeking profit, increase pf value or other advan- 
tage. 

It is important to bear in mind that this right exists altogether 
apart from the question of whether or not it has exchangeable 
value. The exchangeable value of the right depends upon the 
probability of earning future super profit—the term ‘super profit’ 
meaning the amount by which revenue, increase of value, or 
other advantage received exceeds any and all economic expenditure 
incidental to its production. 

Without the reasonable probability of the earning of future 
super profit no present value in the form of goodwill can exist. 
An amount paid for the purchase of goodwill really represents 
a premium paid to secure an extra-profitable opening for the 
employment of capital.” (11) 


The important point which emerges from a consideration of the 
foregoing definitions is the change in emphasis. In the first definition 
Lord Macnaghten stresses the subjective aspects of good name, repu- 
tation and connection from which it is true goodwill is largely derived; 
the second definition by Greendlinger brings out the modern preference 
of relating goodwill to superior earnings; the third definition by Seed 
acknowledges that both the subjective elements mentioned by Lord 
Macnaghten and the objective element of earnings emphasized by 
Greendlinger are alternative explanations of the phenomena of goodwill; 
in the fourth definition by Leake we get the more comprehensive view- 
point in which we can observe that whereas many factors contribute to 
the creation of goodwill, as a general rule, one factor alone gives it 
commercial or exchangeable value, namely, the probability that the 
purchaser will derive super profits (as defined by Leake) from the 
enterprise in which he is proposing to invest his capital. 

8. Inland Revenue Commissioners v. Muller Ltd. (1901) A.C. 217. 

9. Financial and Business Statements (1922) p. 120. 


10. Goodwill as a Business Asset, p. 8. 
ll. Commercial Goodwill, pp. 18, 19, 21. 
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Yang noted this change in emphasis when he wrote :—‘“formerly, good- 
will was regarded by the courts chiefly as an expression of the cordial 
relationship between the business and its customers—a relationship which, 
having been built up through the assiduous efforts of the proprietor, was 
entitled to legal protection. Recent court decisions tend more and more 
to show, however, that, while the intangible factors in business are 
important in themselves, it is, nevertheless, the earnings or the opportun- 
ity to earn by virtue of the possession of these factors which is of 
fundamental significance.” (12) 

In to-night’s paper I propose— 

(a) To adopt the view expressed by Leake, namely, that without the 
reasonable probability of the earning of future super profit no present 
value in the form of goodwill can exist, and 

(b) To limit the general discussion on the methods employed in 
valuing goodwill to business enterprises in which the use of material 
resources as well as personal skill is essential to the production of profit. 
I shall deal separately, but owing to the restrictions of time, in a 
limited way only, with the distinct problem of valuing personal goodwill, 
i.e., the goodwill of the professional practice, e.g., medical, legal and 
accountancy. 

The vast majority of businesses which possess commercial goodwill, 
ie., businesses which are earning above-normal profits on capital invested, 
have no record of its value. When we deal with the treatment of 
goodwill in accounts we shall see the reason for this. In these cases 
however the existence of goodwill, is always known by reason of the 
superior standard of the net profits which are reported in the annual 
revenue accounts, i.e., a business which is consistently reporting a net 
profit which shows an unusually high return on the capital funds em- 
ployed obviously possesses goodwill even though the balance sheet 
contains no record of this fact. 

It is only where there is a change of ownership or a major re- 
organisation that the need arises to place a value on the goodwill of a 
business which is a going concern. Accountants therefore are generally 
called upon to value goodwill on the sale of a business or on its con- 
version into a limited liability company, on the introduction of a new 
partner to or the retirement of an old partner from a firm or upon 
the death of a proprietor or partner; in the latter circumstances the 
valuation is required for Death Duty purposes. Valuations may also be 
required where two or more companies merge their undertakings. 

Although in practice a separate value has to be placed on the goodwill 
of a business, where circumstances require that ‘this asset be valued, 
it must be borne in mind that goodwill, as such, has really no separate 
existence, It attaches to the business undertaking as a whole and cannot 
be sold separately. This point is well expressed by Paton in these 
words :—“the intangibles are the residuum, the balance of the legitimate 
values attaching to an enterprise as a totality, over the sum of the legiti- 
mate values of the various tangible properties taken individually. That 
is, the intangibles measure that part of a company’s asset total which 
might be said to reside in the physical situation viewed as a whole, but 
which cannot be considered—except upon some highly arbitrary basis— 
to inhere in, or have residence in, specific units of plant, equipment, etc. 
Or, to put it still differently, the amount by which the total of the values 
of the various physical properties within the enterprise, inventoried unit 
by unit, falls short of the legitimate asset total for the entire business, 
expresses the intangible asset value.” (13) 


12. Goodwill and Other Intangibles, p. 89. 
13. Advanced Accounting, p. 397, Accounting Theory, p. 310. 
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METHODs oF VALUING GOODWILL. 


In practice, as would be expected, a variety of methods is adopted 
for arriving at the value of goodwill. In this connection the United 
States Board of Tax Appeals pointed out that “there is no specific rule 
for the determination of the value of goodwill. No rigid and unvarying 
tule can be laid down to govern all cases. Each case must be considered 
and determined in the light of the facts surrounding and connected with 
it. In valuing goodwill, more or less arbitrary rules have been adopted as 
befit the facts in each case.” (14) 

Perhaps at this stage it is well to emphasize that the most carefully 
considered estimate, however computed, of the value of goodwill is at 
best a very rough guess, and frequently in practice the buyer and seller 
will reach agreement on a figure which will differ materially from the 
result arrived at by the accountant who, according to Paton, in making 
his valuation, should apply that “touch of conservatism which he 
traditionally embraces, albeit sometimes rather blindly.” 

A further preliminary point should be noted. The business community 
is understandably affected and influenced in its decisions and outlook 
by the prevailing economic circumstances, with the result that in con- 
templating the future (and this is the basic requirement in valuing 
goodwill) there is a marked tendency amongst business men to assume 
a continuance of the then ruling conditions. In times of prosperity the 
purchasers of businesses will frequently pay excessive amounts for 
goodwill; in times of depression it is difficult to obtain any price for the 
goodwill of a business even though it may be possible to demonstrate 
that goodwill exists and has an exchangeable value. In this connection 
Mr. Chenoweth, the Victorian Commissioner of Taxes, in a recent letter 
which he was kind enough to write to me dealing with the official 
practices followed by his Department in valuing goodwill for Death 
Duty purposes, said :—‘“it has been observed that in actual cases of sales 
of businesses at the present: time, prices obtained are in excess of the 
value of the tangible assets, even though on figures there is no ‘super’ 
profit.” (15) The accountant, however, with his knowledge of the extent 
to which earnings on capital employed in business, and indeed the 
safety of the capital fund itself, are influenced by the recurring trade 
cycles by changes in social habits and fashions, and by the development 
of new and more efficient methods of production, must resist the tempta- 
tion to assume the indefinite maintenance of even a normal return on 
capital employed. 

By way of illustrating the incurable optimism of the business com- 
munity I would mention some figures which I extracted from my office 
fles. In 1928 and 1929 hotel keepers in Adelaide, as now, were paying 
abnormally high premiums for leases of premises—a form of 
locality goodwill. In those years the hotel trade was booming and 
appeared to offer the prospects of extremely high returns on capital 
invested for an indefinite period. By 1931 and 1932 the outlook had 
completely changed; and it was then found that the optimistic hopes of 
the earlier years had not been realised. In the case of four hotel keepers 
whose estates I administered under the Bankruptcy Act the debtors not 
only lost their entire capital but creditors whose claims totalled nearly 
£100,000 received less than £10,000 by way of dividends. And yet 
four years previously these four hotel keepers confidently assumed that 
they were wisely investing in the purchase of the goodwill and the 
tangible assets of the businesses which they bought. 

Let us now consider the methods employed in valuing goodwill and 
note the extent to which they conform to our basic concept that the value 
of goodwill depends upon the reasonable probability of earning future 
Super profit on the capital invested. 


14. Quoted at p. 274, Montgomery, Auditing Theory and Practice (Sixth Edition). 
15. Letter dated 23/8/46 dealing with the “Valuation of Goodwill.” 
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(i) Selected mumber of years’ purchase of past annual net profits. 


Dicksee’s “Goodwill and its Treatment in Accounts,” published in 1897, 
appears to be one of the earliest comprehensive accounting texts on this 
subject, and it is therefore appropriate that we should make a start 
by noting what Dicksee has to say. 

Commenting on the methods then employed Dicksee says:—“in most 
businesses it is the practice to base the value of goodwill upon so many 
months’ or years’ purchase of the average net profits of the business.” 
(16) Under this method it will be noted that the past results and not the 
future expectations are used and that the important factors of manage- 
ment skill and the extent to which the profits provide a reasonable 
return on capital are not expressly taken into consideration. 

Dicksee, however, whose accounting thinking was well in advance of 
the then current practice, went on to foreshadow the development of the 
modern methods of valuing goodwill as he said :—‘“this method of valua- 
tion is not the most reliable basis which can be employed and this is a 
view which seems to be gaining ground in as much as it is becoming more 
and more usual to take into consideration, not only the amount of the 
profits which have been earned in the past, but also the amount of capital 
which has had to be invested in order to earn these profits, and the 
amount of time and skill which the proprietors have had to expend in 
managing the undertaking in order to produce that result.” (17) 

The earliest method of valuing goodwill was therefore to base the 
calculation on the average of a number of years’ net profits (usually the 
net profits of the three to five years immediately preceding the date of 
valuation) and to multiply this average by a selected number of years’ 
purchase. The multiplier varied according to trades and circumstances, 
for example Dicksee listed the following— 

Retail trade 1% to 4 years 
Manufacturing Industries 1. to 3. years 
Professional Practices 1 to 2% years 
Newspapers and Quasimonopolies Up to10_ years 


The obvious defects in this method of valuation in its original form 
were stressed by Paton when he pointed out :—“the old method of calcu- 
lation which assumed that the amount of the intangibles is from two 
to five’ times the estimated average net profit per year fails to stress the 
level of earning power and is otherwise unsatisfactory.” (18) 

But this method of valuation, with all its defects and crudeness,; has 
not been entirely superseded; it is still employed in its original or in 
a slightly modified form in certain professions and trades to-day, and in 
these spheres has, by custom, acquired wide acceptance and approval. 

From enquiries I have ascertained that in the sale of medical practices 
the method of valuing the goodwill almost universally adopted throughout 
Australia is to add the gross takings for the three years preceding the 
sale, to divide the result by three and to assume that the average of the 
three years’ gross takings is the value of the goodwill. In South Aus- 
tralia, in the case of newspaper agencies, goodwill is calculated in 
accordance with an accepted trade formula under which each £1 of 
gross weekly profit is multiplied by 57%4 weeks. In the sale of bakers’ 
businesses the goodwill calculation, subject to certain slight modifications, 
is based on the number of bags of flour used in a week, e.g., if the baker 
uses 50 bags of flour a week the goodwill is computed at 50 x 20, ie, 
£1,000. 

16. Goodwill and its Treatment in Accounts, p. 6. 


17. Goodwill and ite Treatment in Accounts, p. 6. 
18. Advanced Accounting, p. 420. 
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These arbitrary methods of valuing goodwill, although they may result 
in valuations which an accountant might possibly find it hard to justify, 
have two distinct merits—firstly, they are accepted by Government De- 
partments as the measure of goodwill for Death Duty purposes, and 
secondly, where they are widely accepted within the profession or trade 
they tend to consolidate the value of goodwill as an exchangeable asset 
within that particular profession or trade. And after all, the value of 
goodwill, like any other commodity, in the final analysis, is the price at 
which it can be sold. 


(ii) Capitalisation of estimated future maintainable profits. 


The second method of valuing goodwill, to which I wish to refer, is 
that advocated by Seed. 

Under this method the emphasis is placed on the value of the business 
as a whole, it being recognised that the tangible assets and the goodwill 
are inseparably bound up together and that the prime consideration of a 
purchaser is to know the rate of return which the expected profits will 
earn on the price he is paying for the business, after allowing for his 
own remuneration if he is to work in the business. This theory assumes 
that a person possessed of a capital fund and his own labour may obtain 
a minimum income from their combined sources, without the risk of 
loss, by investing his capital in a riskless investment, i.e., in Government 
securities, and hiring his own services for a salary or wage. Once a 
person commits his capital in the purchase of a business, he runs the 
risks, incidental to all forms of business enterprise, that his capital may be 
reduced or lost by unsuccessful trading. For this risk he expects to get 
a much higher return than he would obtain by investing his capital in 
Government securities. We must return to, and develop, this point more 
fully at a later stage in this paper. 

In broad outline the first step in the procedure under Seed’s method 
of valuation is to estimate the future maintainable profits of the business, 
i.e., the profits which the business is likely to earn in the future not- 
withstanding the contemplated change in ownership. The foundation of 
this estimate will be the past profits, adjusted where necessary, in order 
tc reflect the altered conditions which are expected to exist in the 
future. In this connection Seed points out that :—“These altered condi- 
tions will include, not only conditions arising out of the particular 
circumstances of the business itself—for example, the removal of the 
personality of the former proprietor, where this was an important factor 
in creating the profits—but also circumstances extraneous to the par- 
ticular business, such as trade prospects in the industry concerned, the 
effect of trade cycles, likelihood of changes in public demand, intensifi- 
cation of competition, etc.” (19) 

The estimate of future maintainable profits will be arrived at after de- 
ducting an appropriate allowance for the services of the purchaser if he 
intends to engage in the business. 

The second step is to ascertain the return which the purchaser is 
entitled to expect from capital invested in the undertaking, having regard 
to the current rates of interest and the degrée of risk attaching to 
the investment of capital in the undertaking. The greater the risk the 
higher the return which will be required on the capital invested. 

The third step is to ascertain the going concern value of the tangible 
assets. 

Seed gives the following illustration of the practical application of 
his method of valuing goodwill :—‘let us assume that the future main- 
tainable profits of a business, after providing for depreciation and a 


19. Goodwill as a Business Asset, p. 101. 
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reasonable rate of remuneration for the proprietor, but before charging 
interest on capital or income tax, are £60,000 per annum. Let us further 
assume that a reasonable return to require on invested capital in the 
business concerned is 12% per cent. The exchange value of the business 


















































will be— at 
£60,000 x 100 al 

= £480,000 cal 

12% for 

Let us still further assume that the value of the tangible assets is J jot 
£240,000. SI; 
The value of the business was £480,000 on 
Deduct value of tangible assets 240,000 or 
And there is left as the price payable for the —————— 
goodwill £240,000” of 

(20) Fan 


I wish to make two comments on this method of valuing goodwill; § ,. 
firstly, I disagree with Seed’s view (expressed in his book) that income § yj 
tax payable on the expected future maintainable profits should, or in § },. 
practice, would, be disregarded as a factor in determining the price which q 
the purchaser would pay for the business as a whole. I shall return § ,.. 
to this point at a later stage in the paper. Secondly, I disagree with the pile 
principle that goodwill should be valued on the basis of a perpetuity, § 6 
1.e., I consider it wrong to assume that where a business is earning un- § yj] 
usually high profits the purchaser of. that business in fixing his price ff 4, . 
would contemplate the retention of these abnormally high profits for an § ,,., 


indefinite period. of | 
(iii) Selected number of Years’ Purchase of estimaied future super § Tec 
profits. ( 
This method, which is applied in appropriate cases in goodwill valua- 7 
tions for Federal Estate Duty purposes was explained in a recent letter J «-, 
which I received from the Federal Commissioner of Taxation, to whom I 


I wish to acknowledge my indebtedness for making the information ae 
available for the purposes of this paper. Mr. McGovern said :—“apart th 
from special cases, the Department in its valuations of goodwill ascertains sate 
the average annual profits over a period of years, the period taken being - 
dependent on a number of factors, e.g., seasonal fluctuations, normality ss 
or abnormality of conditions affecting the particular business or class of § ,,, 
business. te 

In arriving at the average annual profits allowances are made for 
interest on capital invested and for a reasonable reward as remuneration mn 
for the services of the management. No allowance, however, is made in § 5; 


respect of the income tax that might be payable on such profits. ied 
The rate of interest on capital invested adopted will depend on the J, 
degree of risk to the capital so invested. ae 


The reasonable reward for management which is taken into account (25 
is determined having regard to any special qualifications of the members § ‘ v 
of such management and also to the time occupied in the affairs of the J, se 
business. leo 

The value of the goodwill is considered to be a number of years’ fact 
purchase of the average annual profits as adjusted in accordance with the ste 
principles explained in the preceding paragraphs. in 

The number of years adopted for this purpose varies according to the & 
class of business, the extent of personal goodwill as distinct from local - 
goodwill and the lack, or degree, of competition and the possibility of the we 
continuance of that position.” (21) * 


20. Goodwill as a Business Asset, p. 102. : 23. 
21. Letter dated 17/7/46 (P.24.7) dealing with the “Valuation of Goodwill.” % 
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According to Bonbright this method is also adopted in New York 
for valuing goodwill for the purposes of Estate and Inheritance taxes. 
The record of the New York cases shows that the normal rate of interest 
allowed on capital invested in tangible assets in order to determine 
whether super profits exist is 6%. On this point the Victorian Com- 
missioner of Taxes has expressed this view:—‘“the rate of interest on 
capital must follow ruling rates of interest as a general guide—l10% 
for instance is considered highly excessive (except perhaps for a specu- 
lative undertaking).” (22) The New South Wales Commissioner of 
Stamp Duties considers that :—“unless the type of business concerned is 
one involving undue elements of risk, the rate adopted is usually 5% 
or 6%.” (23) 

In the usual run of cases in New York “the number of years’ purchase 
of super profit adopted in the goodwill calculation ranges between one 
and five; the factor adopted most frequently and apparently regarded 
as least in need of justification is three; second in frequency is five. 
Where the business is unusually stable and productive 10 years’ purchase 
has been taken.” (24) 

The obvious criticism which can be made of this method of valuation, 
assuming the estimate of adjusted future profit has been carefully com- 
piled, is that it, like the method advocated by Seed, ignores the incidence 
of income tax and it further assumes that the purchaser of goodwill 
will make an immediate payment for it without applying a discount rate 
to safeguard himself against the risk of capital loss, through faulty esti- 
mation, and as an offset against the loss of income on the purchase price 
of the goodwill which he will suffer during the period of waiting for the 
receipt of the estimated future super profits. 





(iv) The annuity method. 


This method has been popularised by Leake in his standard work 
“Commercial Goodwill.” 

Leake, like Seed, and all modern accounting authorities who have 
given serious thought to the problem of goodwill valuation, starts off with 
the premise that “in valuing goodwill it is necessary to endeavour to sée 
into the future” and then goes on to warn his readers “that it is never 
possible to do this with very great success.” The late Lord Keynes 
summed up this initial and fundamental obstacle to scientific or accurate 
goodwiil valuation in these words :—‘“the outstanding fact is the extreme 
preceriousness of the basis of knowledge on which our estimates of 
prospective yield have to be made. Our knowledge of the factors which 
will govern the yield of an investment some years hence is usually very 
slight and often negligible. If we speak frankly, we have to admit that 
our basis of knowledge for estimating the yield 10 years hence of 
a copper mine, a textile factory, or the goodwill of a patent medicine .. . 
amounts to little and, sometimes, nothing; or even five years hence.” 
(25) 

When it is considered that even the record of past profits is at best 
a tentative estimate, for the reasons pointed out in my introductory com- 
ments, the immediate causes of the accountant’s difficulties in satis- 
factorily valuing goodwill become apparent; we can also see why a 
number of experienced accountants, using the same facts, and each apply- 
ing the highest standards of professional skill and judgment, would 
probably arrive at widely different conclusions as to the value of the 
goodwill of the same enterprise. The plain truth of the matter is that 
there is no escape from this unsatisfactory position. 


22. Letter dated 23/8/46 dealing with the “Valuation of Goodwill.” 

23. Letter dated 19/9/46 dealing with the “Valuation of Goodwill.” 

24. Valuation of Property, p. 731 

25. The General Theory of Employment Interest and Money, p. 149. 


bs 
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To return to the subject of Leake’s method of valuation. He follows a 
similar procedure to that outlined in method (iii) already discussed up 
to the point of— 

(a) Estimating the future maintainable profits of the business ; 

(b) Valuing the tangible assets employed therein on a going concern 

basis; 

(c) Fixing a rate of interest on the capital represented by tangible 
assets sufficiently high to induce an investor to undertake the 
risks inherent in the particular business under consideration ; 

(d) Determining a reasonable allowance for the services of the 
purchaser if he proposes to devote his own time to the manage- 
ment of the business (assuming the maintainable profits referred 
to in (a) do not include any charge for management) ; and 

(e) Estimating what he describes as the “super” profit by deducting 
interest on the capital represented by the tangible assets and the 
amount provided for management (as per (c) and (d) (from the 
estimate of future maintainable profits (as per (a)). 

At this stage Leake introduces and applies two most important and 
significant factors which have already been noted in the criticisms made 
of the methods of valuation already discussed. He points out— 

(a) “That owing to the operation of economic law, super profit can 
never exist permanently, though it may sometimes continue to 
arise out of an undertaking for a great number of years. One 
principal reason for the temporary character of super profit is 
the existence of competition . . . Another reason why super profit 
is always of a temporary character is that the demand for any 
commodity or service may at any time slacken or cease, owing to 
all kinds of changing conditions, including new inventions. On 
commonly accepted economic grounds, therefore, super profit 
must ever be treated as being in the nature of a perpetuity; it 
is essentially in the nature of an annuity extending over an 
unknown but limited period of years, and, therefore the value of 
goodwill is not permanent,” (26), and 
“In estimating the value of goodwill, an important factor always 
to be taken into consideration is the probable average rate of in- 
come tax during the period of years over which the estimated 
annual super profit is calculated to arise . . . The fact that tha 
purchaser of goodwill takes upon himself the burden of future 
income tax on the whole of the future profits—a share of which 
he is paying to the vendor in advance—should always be fully 
allowed for in computing the value of the goodwill.” (27) 

In order that we may better appreciate the practical operation of 
the four methods of goodwill valuation which have been discussed I 
set out below a set of facts and the comparative valuations under each} 
method. 


FACTS 

(a) Record of Past Profits 
Year ended 30/6/41 
Year ended 30/6/42 
Year ended 30/6/43 
Year ended 30/6/44 
Year ended 30/6/45 


26. Commercial Goodwill. p. 25. 
27. Commercial Goodwill, p. 35. 
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Average (Before charging interest on capital services 
of proprietor and income tax) £4,000 p.a. 
(b) Net Tangible assets 
Valued on a going concern basis as at the Ist July, 
1945, at £20,000 

(c) Rate of interest considered necessary to attract and retain capital 
in the industry under consideration having regard to the risks 
involved—say 10%. 

(d) Average profits for the past five years considered, in the cir- 
cumstances, as'a fair indication of probable future profits. 
(N.B.) In actual practice in many cases this would not be a fair 
assumption. 

(e) Super profit expected to be maintained for five years. 

(f) Services of management considered to be worth £1,000 p.a. 


Method (1) 
Goodwill 5 x £4,000 = £20,000 


Method (ii) 
Estimated future maintainable annual profit £4,000 
Less Allowance for management 1,000 


£3,000 

£3,000 x 100 ne 

———_——— = Value of Business £ 30,000 
10 

Less Value of Tangible assets 20,000 


£10,000 
Method (iti) > 
Estimated future maintainable annual profit £4,000 
Less allowance for management £1,000 
Interest at 10% on £20,000 
(value of tangible assets) 2,000 3,000 


Adjusted future maintainable annual profit £1,000 


£1,000 x 5 years = Goodwill £5,000 


Method (iv) 
Estimated future maintainable annual profit £4,000 
Less allowance for management £1,000 
Interest at 10% on £20,000 (value of 
tangible assets) 2,000 3,000 





Estimated super profit (subject to income tax) £1,000 


Effect of Income Tax Considerations. 

If the purchaser does not buy the business and can obtain employment 
at £1,000 per annum and invests his capital fund of £20,000 in 
Commonwealth Loans his income will be— 


Salary £1,000 
Interest (344% on £20,000) 650 


£1,650 
On which the tax, at current rates, would be 602 


Leaving net £1,048 
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If he purchases the business his annual income will be derived from 
the profits of the business which are estimated at (per annum) £4,000. 
On which the tax, at current rates, would be 2,295 


Leaving net £1,075 


In other words the apparent super profit of £1,000 has to be reduced 
to £657—say £650 (the net financial benefit which the purchaser will 
derive from his change in investment). 

But if he is to pay cash immediately for the right to receive an 
additional £650 per annum for five years he will certainly apply a dis- 
count rate to cover the risks of non-realisation of the estimate of prospec- 
tive future earnings and to compensate him for the loss of interest on his 
money pending receipt of the estimated future earnings. If 10% is 
considered a suitable discount rate the goodwill will be calculated as 
follows— 

Present value of an annuity of £100 for 5 years, 
discounted at 10% = £379 
£379 x 6.5 = Present value of goodwill— £2,463 say £2,500 


General Comments. 


It may be urged that the annuity method of valuation is too conserva- 
tive and that the results disclosed are not in accord with the actual 
experience of the market place. In times of prosperity, as at the 
moment, this is true. But as the late Lord Keynes has wisely left 
en record:—‘during a boom the popular estimation of the magnitude 
of the risks of investment are apt to become unusually and imprudently 
low.” (28) It is for example, popularly believed that a reliable measure 
of the risk factor in industry 1s reflected by the current yields which are 
obtained on stocks and shares listed on the Stock Exchanges. To test 
this theory I have prepared and set out below, the average yields, based 
on current share quotations at the relevant dates, and dividends paid 
during the preceding year in various groups of public investment. The 
result of this enquiry is set out in the following table— 


Class of Investment. 1/1/26 1/1/31 1/1/36 1/1/41 1/1/46 
Commonwealth Loans 5.5 : 3.7 3.2 3.2 
Insurance 4.5 a 3.0 ; 4.1 
Trustee and Executors 48 . , ' 3.9 
Banks 5.2 ; : ; 3.9 
Stock and Station 6.3 ; . é 3.7 
Retail 7.9 . . . 4.3 
Industrial 7.4 10.4 4.3 5.4 3.8 
On the Ist January, 1946, it would appear that the public considered 
that the risks involved in an investment in industrial stocks were no 
greater than the risks involved in an investment in the shares of banks 
and trustee companies. This is fundamentally a short term view. It can 
be explained by the fact that in times of prosperity share valuations are 
temporarily pushed up, and the yields on all forms of public investment 
are drawn together, because the relative risk factors are obscured under 
the influence of the excessive purchasing power which is thrown on to 
the stock exchanges for investment. For example compare the position in 
1931, when the depression dispelled the assumption that high profits 
could be maintained in perpetuity, and when the investor with very 
good reason and with bitter experience to prompt him, became very 
conscious of the need to guard against the possibility of* the loss of his 


28. The General Theory of Employment Interest and Money, p. 145. 
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capital. The present low yields in public investments is explained by the 


late Lord Keynes in this way:—“most of these persons (the average 
private investors) are in fact largely concerned, not with making superior 
long term forecasts of the probable yield of an investment over its 
whole life, but with foreseeing changes in the conventional basis of valua- 
tion a short time ahead of the general public.” (29) In other words 
share prices are dominated by the speculative rather than by the 
investment consideration. 

The validity of this assumption was tested by me by taking a hypo- 
thetical investment in a selected group of our leading banking companies 
and stock and station companies on the Ist January, 1926. At that date 
on the then existing share quotations the average yields were just over 5% 
and 6% respectively. This return was maintained for four or five years. 
It then slumped very badly and has never recovered. The actual ex- 
perience of my hypothetical investors was that instead of getting annual 
returns of 5% and 6% for 20 years they averaged for this period 
3.4% and 3.6%, and at the end of the 20 year period the market value of 
their investments had declined by approximately 25% and 22% respec- 
tively. 

I have referred to these matters mainly to point out the danger of 
accepting current yields as disclosed by the stock exchanges, and adding 
thereto an arbitrary percentage in order to determine the “risk” interest 
factor for goodwill valuations. These valuations of necessity require, 
firstly, an estimate of the likelihood of the maintenance of future 
profits and, secondly, consideration of the possibility of the capital fund 
itself being reduced in value or lost altogether. 

What is the prime objective in fixing a rate of interest for the purposes 
of a goodwill valuation? We are trying, I suggest, to establish a margin 
in excess of the rate of “pure” interest which can be obtained from a 
riskless investment, i.e., from Commonwealth Loans, which, if sufficiently 
high will produce, out of profits in times of prosperity, an annual reserve 
fund which will act as a financial buffer against the losses (both revenue 
and capital) which are experienced when the inevitable slump in industry 
occurs. 

This is the traditional conception. I submit however that to a very 
large extent this conception has been rendered academic by reason of the 
extent to which income tax now absorbs the margin of “risk” profit in 
the successful business. 

There is no doubt to-day that income tax considerations dominate 
the thoughts of the prospective purchaser of goodwill. If the purchaser 
of future super profit, and that is all that goodwill is, discovers that the 
greatest portion of this super profit, as it is received, will be absorbed 
in the payment of higher income taxes, it is unlikely that he will be 
prepared to pay any considerable sum for goodwill, particularly if he 
also takes into consideration the risks involved in the investment of 
his capital. 

My own view is that the first estimate of the value of goodwill should 
be prepared in accordance with the method recommended by Leake, i.e., 
method (iv) discussed earlier in this paper. Where this method is 
adopted I consider that in the average run of small and medium sized 
businesses the rate of interest on capital represented by the tangible 
assets should be not less than 10% p.a., and in many cases it will probably 
have to be higher. Unless a relatively high rate of interest is applied we 
are making no genuine attempt to safeguard the capital investment 
against the risk of loss and this risk is a very real one although this 
fact is frequently obscured when a valuation is made in a boom period. 


29. The General Theory of Employment Interest and Money, p. 154. 
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The noted American accountant, George May, in giving evidence before 
the Senate Committee in America said:—‘“Professor Allyn Young, one 
of our greatest economists, used to say that he doubted whether taking 
all enterprises altogether there was such a thing as profit, that losses 
equalled profit over a reasonable rate of interest.” (30) Other 
economists, notably Marshall, have expressed the same view (see his 
Principles of Economics (8th Edition) p. 621). 

With respect to the discount rate which has to be applied in ascertaining 
the present value of the future super profits in the goodwill calculation 
the general practice appears to be to adopt the same rate as has been 
applied in fixing the interest rate on the investment in the tangible 
assets. Some accountants, and there is justification for this view, prefer 
to adopt a higher rate for discounting the prospective super profits in 
view of the extremely speculative nature of the capital investment in this 
asset. 

I repeat however that having estimated the value of goodwill along 
the traditional lines discussed, it is necessary to make a final calculation, 
to test and, where necessary, adjust the valuation so computed, in order to 
reflect the incidence of income tax from the point of view of the pur- 
chaser. 

I also submit that in using super profits as the basis for valuing good- 
will it is very rarely possible to justify a purchase for any longer tract 
of time than five years. In most cases three years would represent a 
sounder judgment. Whilst it is true that in some businesses abnormally 
high returns have been obtained for lengthy periods these cases are 
neither typical nor representative. In the average situation the effects of 
competition and the trade cycle preclude the maintenance of abnormally 
high profits for an indefinite period. 


30. Twenty-five Years of Accounting Responsibility, Vol. 2, p. 202. 


(To be concluded ) 
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